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Mavrice E. PELOUBET 


statements there are, broadly speak- 

ing, two phases of the work: first, the. 
compiling and assembling of the under- 
lying facts and data and, second, the form 
and method of presentation. One reason 
why many accounting statements are not 
easily produced or satisfactory when com- 
pleted is that the underlying accounts and 
records are not designed with an eye to 
the final statement. There are naturally 
many purposes for which records are used 
besides the preparation of statements and 
exhibits, and full weight must be given to 
these purposes. It is generally possible, 
however, to arrange underlying records 
so that both purposes may be served. 

For instance, the prime purpose of a 
record of sales is to provide a medium for 
recording the day’s transactions as they 
occur and to make certain that each 
customer is correctly charged with what 
is sold to him. Many other purposes may 
be served by such a record, none of which 
may be directly connected with its pri- 
mary purpose, but which, on the other 
hand, will not obscure or hinder it. It is 
likely that the sales manager will need a 
distribution, say by products and by 
geographical divisions. He may also need 
a distribution by salesmen or sales offices. 
Some of the sales may carry a sales tax 
and others may not. If the company is 
itself a subsidiary or an affiliate of another 
company or if it controls subsidiaries of 
its own, sales to consolidated and non- 
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consolidated affiliates and subsidiaries 
will need to be known in order to prepare 
consolidated accounts. 

Another purpose of the sales record is, 
of course, to provide correct total figures 
for controlling accounts. 

If these purposes are all borne in mind 
at the time the system is designed, pro- 
vision for obtaining this information may 
be made with very little additional ex- 
pense or difficulty over that required for 
the original entry. If the volume of 
business is large enough to permit the use 
of a punch card system, the card can be 
arranged so that this and a great deal more 
information can be obtained merely by 
running the cards through the machine. 
It would, however, be impossible to do 
this unless what might be called the 
subsidiary purposes of the record were 
understood and provided for at the same 
time as the primary purpose. If the con- 
cern were smaller and a billing machine 
were used, the invoice could be so ar- 
ranged that the analysis required could 
be made at the same time as the invoice 
was prepared. This simple example serves 
to illustrate what has always seemed to me 
a basic principle in both system design 
and the use and interpretation of account- 
ing data: the importance of knowing at the 
time the first entry is made exactly how 
the information will be used and for what 
purposes through all subsidiary reports 
and records up to the final condensed 
statements for executives or for the public. 


A 
— 
sry Prot 
ently has 
Fixed As- 
he Whar- 
elphia. 
jure) isa 
versity of 
ad 


392 


Obviously not every clerk concerned with 
the records can know the ultimate purpose 
of the information he is recording, but I 
believe that unless conditions make it 
entirely impossible no accounting work 
should be done except under the super- 
vision of someone who understands the 
final use and destination of the figures 
being prepared by those working im- 
mediately under him. Any one who has 
tried to compare or consolidate the ac- 
counts of a number of independent com- 
panies in the same line of business knows 
how difficult it is to prepare clear and 
informative statements if the basic data 
have been recorded under half a dozen 
different systems and theories. 

The first problem of the man responsible 
for coordinating the accounts is to deter- 
mine on his own system and to make the 
best rough revision he can of the other 
accounts to agree with that. I think any- 
one in public practice will agree that such 
a revision is very rough. This part of the 
work, although extremely important, is 
mechanical to a certain extent, and has 
been covered in detail in numbers of books 
and articles. I do not wish to go into a 
discussion of accounting systems any 
further than is necessary to show their 
relation to the final statements. If we 
assume that we have our basic data 
properly arranged and classified the rest 
of the problem is one of presentation and 
personalities or, to put it another way, it 
is synthetic and psychological whereas the 
first division of our problem is analytical 
and mechanical. We all know, particularly 
accountants in private employment, that 
accounting is not an end in itself. This is 
expressed forcibly and somewhat unfairly 
by a great many practical men who sum it 
all up by saying that “Bookkeeping is a 
dead expense.”’ While this is exaggerated, 
it is still true that accounting is always a 
means and never an end.-The most care- 
fully prepared and most comprehensive 
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accounting statement that can be con. 
ceived of would be entirely useless unless 
it were read and understood and a correct 
impression received from it. 

Another closely related point is that 
most accounting statements are prepared 
for those who are not accountants and who 
have had little or no accounting training. 
This will probably always be true, as the 
type of man who is a successful sales or 
operating executive is generally not tem- 
peramentally fitted to understand the 
methods, processes, or theories of account- 


‘ing. Such a man, however, often shows a 


surprising ability to grasp and utilize the 
results of accounting work. It is for this 
reason that accounting statements pre- 
pared in technical accounting form gen- 
erally either fail in their effect completely 
or are not so well understood or effective 
as they should be. 

When an author writes a novel he is 
greatly concerned about its literary form. 
He plans his plot carefully, he makes an 
effort to develop his characters logically 
and naturally, he accumulates a vast 
amount of material about the period or 
country in which the scene of his book is 
laid, and goes through much more labor 
of the same sort before his book is finished. 
The average reader not only has no 
interest in the literary form, the technique 
of character development, or the amount 
of research which the author has done, but 
usually does not even realize that there is 
any necessity for this sort of work and is 
quite unconscious of the laborious process 
necessary to produce what seems to be a 
bright, spontaneous, quickly moving story. 

It is much the same when an executive 
receives a brief statement from his ac- 
countant showing the history of a business 
for a month or a year or the progress of a 
certain division of his business. The 


executive, if the statement is well pre- 
pared, sees immediately what has hap- 
pened. He has little conception of the vast 
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amount of detail behind the figures, of the 
thought required for their proper presenta- 
tion, or of the amount of confusion which 
could be caused by an incorrect presenta- 
tion or arrangement of facts correct in 
themselves. 

This places a heavy responsibility on 
the man charged with the preparation 
of the statement or report. Even if it were 
desirable, it is impossible to present ac- 
counting statements which are reflections 
of absolute fact or truth. Judgment or 
opinion is involved in the preparation or 
use of even the most simple statement and 
an impression of some sort is made by 
every statement. A simple list of accounts 
receivable implies that the accounts listed 
are good and collectible. If this is not trues 
in the opinion of whoever prepares the 
list, then a false impression is created by 
the presentation of facts which may be 
technically correct. 

We all know that statements and ac- 
counts should not be prepared to justify 
a particular course of conduct or to shield 
a particular official, although it is quite 
possible for a skillful manipulator to do 
this and still remain within the limits of 
technical correctness. The point really is 
that accounting statements, in their own 
humble way, are works of art, that is, they « 
are the expression of a process by which 
many details are mastered, grouped, 
analyzed, and selected to_present the 
picture or to make the impression which 
the man who is preparing the statement 
believes to be the true one. 

Accounting is a method of description 
which chooses, as all methods of description 
must, a particular aspect of a complete 
and complicated phenomenon. The aspect 
chosen is the financial one, and other 
aspects are described by other arts. The 
Tepresentation of a given aspect of any 
phenomenon by a descriptive art requires 
selection, condensation, and arrangement 
in order to make it intelligible. 


All this presupposes a picture in the 
mind of the narrator or describer which, 
in his opinion, is as near the truth as 
possible and which he believes will be 
suited to the comprehension of the reader 
and intelligible to him. 

Much of the effort of modern account- 
ing has been directed toward rapid and 
accurate classification and compilation. 
There is no science in this. It is merely the 
grouping of like items of description, and 
the determination of whether these items 
are alike or different is a matter of opinion. 
If we are sorting out a number of minerai 
specimens, there are definite objective 
tests—color, form of crystal, chemical 
composition, and other characteristics— 
which determine exactly what a particular 
mineral is; thus the classification is not a 
matter of opinion, but rests on the basis 
of scientific fact. For a series of expendi- 
tures, however, there are no such tests. We 
fall back ultimately on the purpose and 
intention of the management under which 
the expenditures were made. 

A purchase of tool steel may ultimately 
be shown in any one of a dozen accounts, 
depending on whether the tool made from 
it was for current production purposes or 
for a special order, as part of a construction 
job or as part of a repair job. In every case 
the distribution to an account is based on 
a human purpose or intention rather than 
on a scientific fact which may be objec- 
tively ascertained. 

The form of presentation of a balance 
sheet is generally conceded to be a matter 
of opinion, but I am not so sure that the 
influence of opinion or purpose or intention 
in almost every business expenditure is so 
well recognized. A little thought and 
analysis applied to actual transactions and 
accounting records will, however, demon- 
strate the truth of this. 

We are often told by critics of the pro- 
fession that accounting is not a science. 
This is not stated as an objective fact, but 
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rather presented as an accusation. The 
assumption is that accounting ought to be 
a science, and that it is merely the mental 
indolence, ineptness, and lack of real 
ability among the¥practitioners of ac- 
countancy that prevent it from being a 
full-fledged science. 

I am in complete agreement with the 
statement that accounting is not a science, 
but I do not believe that we should regard 
this as an accusation any more than would 
a musician or painter the assertion that his 
work was not of a scientific nature. Every 
art makes use of and depends on a number 
of sciences. Music, for instance, requires 
the co-operation of mathematics and 
physics, principally, to produce its effects, 
but it also draws on most of the other 
sciences connected with mechanics. Paint- 
ing is dependent, principally, on that part 
of physics which has to do with optical 
phenomena and on chemistry, although it 
also calls in the aid of many of the sciences 
which assist in mechanical processes. 

The fact that these two methods of 
expression require the assistance of the 
sciences does not make them sciences in 
themselves any more than the fact that 
accountancy makes use of certain mathe- 
matical principles, mechanical devices, or 
methods of scientific analysis and syn- 
thesis makes it a science. 

If accounting had to do with phenomena 
that could be objectively and accurately 
measured, such as the motion of the 
planets or the behavior of gases under 
given conditions of pressure and tempera- 
ture, calculations based on accounting 
data could be made which would result in 
accurate predictions, but accounting data 
are not of this nature. They are the expres- 
sion of human purpose, will, or intention, 
and so far it has been impossible to reduce 
these human elements to any rules which 
may be universally and objectively ap- 
plied. It is not easy even to describe in the 
accounts of an enterprise what has hap- 
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pened in the past. So far, no basis for 
accurate prediction has been discovered, 
The whole question revolves around the 
distinction between an art and a science. 
A science must rest on facts subject to 
exact measurement and objectively ob- 
served. An art may make use of the same 
facts as the science, but an art is essentially 
a description or representation of the 
purposes and effects of human actions and 
emotions influenced, consciously or un. 
consciously, by the opinions and _per- 
sonality of the artist. 

One of the usual tests for a science is the 
ability to calculate, with some accuracy, 
at the present time, what will happen in 
the future. Accountants have consistently 
opposed any tendencies to regard them- 
selves as qualified to predict or to proph- 
esy. Accounting statements present an 
appearance of exactness and precision 
which often causes those who have to do 
only with the statements produced from 
accounting data to ascribe to such state- 
ments an exactness and finality which 
anyone who has had experience in their 
compilation from the basic records to the 
final statements knows does not exist. The 
usefulness of accounting statements and 
their value in the conduct of modern 
business and finance have often been 
described and are generally admitted. It 
is equally important both for accountants 
and for businessmen to recognize their lim- 
itations. 

All this simply means that when we 
prepare accounting statements we must 
realize that, whether we like it or not, they 
constitute a picture of something which we 
have formed in our own minds and for 
which we must accept the responsibility. 
This does not mean that every clerk, or sub- 
ordinate in an accounting organization is 
required to form his own opinion of the 
adequacy and character of every account- 
ing statement he makes. It is quite possible 
for the function of selection and arrange- 
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ment to be exercised but once: that is, if 
instructions are issued to classify a certain 
item in a certain way, the continued 
dassification of that item in that manner 
jssomewhat similar to the striking of coins 
from a die. The artist designs and cuts the 
die, but the man who runs the machine is 
responsible merely for producing correct 
copies. As an example, the balance sheet 
of a manufacturing company may be 
drawn up in four different ways, depend- 
ing on the points which it is intended to 
bring out. These balance sheets are all 
drawn up from the same trial balance and 
the same basic information. A single state- 
ment bringing out all the points on these 
balance sheets would be unwieldy in form 
and size and would contain so many 
figures that any one aspect of the business 
would be quite obscured. 

Balance Sheet “A” is a condensed 
balance sheet which, together with a 
proper certificate and income account, 
would give a stockholder what he would 
need to know about the company. The 
current position is clearly shown and the 
items are summarized in such a wav that 
the general financial position of the com- 
pany can be seen at a glance. 

Balance Sheet “B” is prepared for a 
bank or a credit grantor. The current 
assets are the principal item of interest 
here. Whereas the stockholder needs only 
to know that the net amount of the ac- 
counts receivable on the balance sheet is 
good and collectible, the credit grantor 
generally wishes to know the age of the 
accounts and the amount of the reserve. 
The credit grantor is also interested in the 
composition and method of valuation of 
the inventory and usually wishes more 
detail than is necessary for the stock- 
holder. The emphasis is placed on re- 
ceivables and inventories, because the 
credit grantor is what might be called a 
very short-term investor in the business. 
He expects to get his money out in some 
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comparatively short period-—three, six, 
or nine months—and he is interested 
primarily in what the business will do in 
that time. His point of view is very 
different from that of the long-term in- 
vestor or stockholder who is interested in 
the enterprise as a going concern. The 
credit grantor wishes to know his pos- 
sibility of collection both on a liquidation 
basis and on the basis of a continuing, 
going concern. The stockholder does not 
have the same interest in accounts on a 
liquidation basis, because he is the last 
party to be considered on liquidation 
whereas the credit grantor is one of the 
first. 

Balance Sheet “C”’ is an interesting and 
valuable type of statement. Opinion and 
judgment enter very largely into its com- 
position, as the point to be brought out 
here is the amount of cash or current assets 
which can be currently liquidated, will not 
need to be replaced, and can safely be 
disbursed to stockholders or used for 
reinvestment, say, in fixed assets. The 
first step in the preparation of such a 
statement is to determine the average 
requirement of cash and inventories for 
the enterprise. The next step is to deter- 
mine which assets, if any, may be disposed 
of without affecting the conduct of the 
enterprise. The current assets can then be 
divided on this basis between those re- 
quired in the business and those not 
required in the business, and the directors 
and executives will be able to decide on a 
safe and reasonable dividend policy. This 
statement might also be used to rebut an 
allegation that surplus as contemplated 
under Section 102 of the various Revenue 
< was being improperly accumulated. 

alance Sheet “D” is entirely different 
from the other three. The hypothetical 
company under consideration has, it is 
assumed, three plants, A and B of ap- 
proximately the same capacity and size, 
and C of about half the size of A or B. 
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Certain other assets, such as Accounts 
Receivable, Accounts Payable, and the 
greater part of the cash, are kept on the 
books of the head office. However, the 
head office exists only for the purpose of 
operating the enterprise through the in- 
dividual plants and the head office is, 
therefore, not shown as a separate division 
in this statement, its assets being prorated 
on various reasonable bases back to the 
operating plants. Such a statement is of 
great value in judging the efficiency of the 
various individual plants as it, in effect, 
places each one in the position of a 
separate operating company. It is not a 
difficult statement to prepare and is quite 
reliable, provided the basis of any neces- 
sary prorations is shown. It is generally 
better to prorate all assets and liabilities 
for the company back to its operating 
units than to have a sort of miscellaneous 
column for items such as marketable 
securities, or special accounts receivable 
or payable, which are not applied to any 
particular plant. If these items have no 
relation to the operation of the business 
they should not be on the books, and if 
they are on the books they are presumably 
the result of some transaction engaged in 
for the benefit of the business as a whole. 
Each plant, therefore, should carry its 
proportionate part of such a liability or 
the proportionate part of the assets 
should be included in the investment. 

The four types of balance sheet shown 
are merely illustrations. The only limit 
to the number of different types of useful 
statements which can be prepared from 
the same trial balance is the number of 
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purposes the statements are to serve or 
the requirements which are to be met. We 
must prepare statements for purposes of 
taxation, price adjustment, or renegotia- 
tion, for submission to regulatory author- 
ities, for use in labor negotiations, and for 
many other purposes, all of which require 
correct but different types of statement. 
The possible variations are many and 
there would be no great value in attempt- 
ing to describe large numbers of these. 
That is the province of special instruction 
books or special articles. The purpose here 
is to bring out two points: first, that 
practically every accounting statement is 
a “special purpose statement’; and, sec- 
ond, that there is nothing suspicious or 
discreditable in the circumstance that no 
one absolutely correct “all-purpose state- 
ment” can be prepared. 

Generally speaking, in preparing a 
statement we must first know the points 
to be brought out and the purpose for 
which it is to be used. We should then 
have some knowledge of the men or man 
who will be required to read the state- 
ments. In other words, a statement must 
first be correct and next intelligible. On 
the whole, the first requirement is ful- 
filled more often than the second, but if 
a statement is not intelligible no amount 
of technical correctness will prevent it 
from being practically useless. Statements 
always give some sort of impression even 
if that impression is only one of incom- 
prehensibility and confusion. It is for the 
accountant to decide what impression his 
statement will make and to prepare it with 
that in mind. 
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A 
Tue MeEtAL Propucts COMPANY 
Balance Sheet (for stockholders) 
Assets: 
Current 
Marketable Securities (Value at current quotations, $103,275.00)......... 113,250.00 
Accounts Receivable—Trade, less 451,530.00 
Raw Materials and Manufactured Products—at cost................... 568 , 500.00 
Accounts Receivable—Officers and 17,500.00 1,997,568.00 
Deferred Charges: 
Fixed: 
Buildings, Machinery and Equipment—at cost.......... $4,060, 895.00 
Less: Reserve for Depreciation..................... 1,656,960.00 2,403,935.00 
$4,778, 328.00 
Liabilities: 
Current: 
Capital Stock—25,000 shares of $100.00 par value each... 2,500, 000.00 
$4,778, 328.00 
B 
Statement for Bank or Credit-Grantor 
Assets: 
Current 
Marketable Securities (Value at current quotations, $103,275.00)......... 113,250.00 
Accounts Receivable: 
486,530.00 
Inventories: 
Raw Materials—at cost which is lower than market. . . . 160,650.00 
Finished Goods—at cost which is lower than sales price 
Accounts Receivable—Officers and 17,500.00 1,997,568.00 
Deferred Charges: 
Fixed: 
Buildings, Machinery and Equipment—at Cost......... 4,060,895 .00 
Less: Reserve for Depreciation..................... 1,656,960.00 2,403,935.00 


$4,778,328 .00 
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398 The Accounting Review 
Liabilities: 
Current: 
Capital Stock—25,000 shares of $100.00 par 2,500, 000.00 
$4,778 , 328.00 
‘ Statement for Directors—Amount Available for Dividends 
ssets: 
Current Assets: 
Required in business: 
Cash—Two months’ requirements for purchases and payroll.............. $500,000.00 
Accounts Receivable (Actual—about 30 days’ business)................. 451,530.00 
Raw Materials and Manufactured Products 
(No important excess over requirements).................. 568 , 500.00 
Not required in business—available for distribution: 
Marketable Securities—Market 103,275.00 
Accounts Receivable—Ofiicers and directors—immediately collectible... . . ,000.00 404,773.00 
Excess of cost over market of marketable securities....................--. 9,975.00 
Accounts of officers and directors collectible within one year but not immedi- 
$4,778, 328.00 
Liabilities: 
$4,778, 328.00 
D 
Balance Sheet Showing Investment Attributable to Each Plant 
Plant A Plant B Plant C Total 
Assets: 
Fixed: 
oe $ 150,000 $ 150,000 $ 50,230 $ 350,230 
Machinery and Equipment....................... 1,321,000 1,100,570 615,745 3,037,315 
21,000 25,000 17,490 63 ,490 
ONG TUCKS. .. 1,400 1,300 840 3,540 
$1,918,560 $1,652,570 $ 840,005 $4,411,135 
Less Reserve for Depreciation..................... 721,830 703 ,620 231,510 1,656,960 
$1,196,730 $ 948,950 $ 608,495 $2,754,175 
Current: 
Marketable Securities (A)........................ 45,300 45,300 22,650 113,250 
Accounts Receivable—Trade less reserve (B)........ 194,158 171,581 85,791 451,530 
71,710 68,430 20,510 160, 650 
oc 21,040 20,220 9,030 50,290 
Accounts Receivable—Officers and Directors (A).... , 7,000 7,000 3,500 17,500 


De 
| ] 
Tota 
Cu 
Re 
Tota 
Net 
Prof 
Per 
A 
E 
use 
| sim 
fan 
ma 
| qu 
fie 
| of 
| st: 
| sh 
ti 
fi 
of 
q n 
di 
ti 
F 
$ 824,348 793,921 379,299 1,997,568 


Accounting and Statistics 399 
Deferred Charges: 
9 429.00 Liabilities: 
Current: 
0,000.00 Accounts Payable—Trade (A)...............-.... $ 223,003 $ 223,003 $ 111,501 $ 557,507 
0,000.00 Salaries and Wages Payable (A)................... 18,352 18,352 9,177 45 ,881 
3 , 328.00 $ 279,771 $ 279,771 $ 139,887 $ 699,429 
Tow $ 20,000 $ 20,000 $ 10,000 $ 50,000 
$ 299,771 $ 299,771 $ 149,887 $ 749,429 
175.00 Net Investment—Capital Stock and Surplus............ $1,733,538 $1,451,243 $ 844,118 $4,028,899 
Per cent return on investment. 9.0682 8.0000 6.1544 8.0729 
A—Prorated on basis of total payroll and purchases. 
B—Prorated on basis of sales. 
320.00 
, 773.00 
RoBERT K. MAvutz 
475.00 “Accounting and statistics are similar in their aration and presentation of information 
| both are of control. They ae alo in financial statements. 
ae family resemblance, for accounting and statistics Accounting and statistics are — ch 
429.00 may be regarded as offspring of the single parent, alike. Both are methods for the collection, 
000.00 quantitative method of analysis.’”! classification, summarization, and pres- 
000.00 
entation of numerical data. Each has as 
neture aad its goal the presentation of information 
328.00 method that is as marked as Mr. in such a way that the information is clear 
; hag indicates — further and usable. Neither seeks to direct any 
D action. Rather the intention in both fields 
fields should lead to a better understanding ten 
Total of the accounting problems of dealing with ships withi 
— of data; second, a comparison of the material clearly and piste VPs so 
statistical tables with financial statements thet the: dete 
37315 should point out the existence of any com 
56,960 of statistics and the rules therein formu- info y the 
lated for the treatment of masses of dk 
: numerical data it may be possible to ping 
— derive some ideas applicable to the prep- If “interpret” is given a broad meani 
’ _ eaning, 
13,250 1 Rorem, C. R., “Similarities of Accounting and Sta- i isti ‘in- 
51 , 530 istical Method,” AccounTING REVIEW, Masch , 1927, both and 
0, 60 p. 10. terpretive” in intention. They work upon 
32, 
15,250 
50, 290 
17,500 
)7 , 568 
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masses of undigested data and translate 
them into concise summaries; by arrang- 
ing facts they reveal the meaning of 
technical data; through illustrative rep- 
resentations they convey the significance 
of the data to the reader’s mind. Interpre- 
tation can be objective, that is, explana- 
tory of facts, or it can be subjective, 
construing facts in the light of individual 
belief or judgment. Only interpretation in 
the objective sense is appropriate for 
accounting and statistics. Their function 
is like that of a translator—to convert 
the facts for one who cannot understand 
the significance of those facts unless they 
are presented in more familiar language. 
Neither accounting nor statistics should 
distort facts or impart to them a sub- 
jective, individualistic meaning. 

Thus accounting and statistics are 
similar in function as well as in nature. 
Each is concerned with the collection and 
presentation of information for interested 
parties. This is more readily apparent if 
the application of statistics to business is 
compared with accounting. Business sta- 
tistics and accounting are both concerned 
with obtaining and making available for 
use the facts about the operations and 
status of an enterprise so that those who 
are responsible for control of the enter- 
prise can have the information they need 
to aid in the proper discharge of their 
responsibility for control.? 

But statistics and accounting have 
dissimilarities also. Chief among them is a 
difference in applicability. Statistics has 
been found serviceable as a device for 
gathering and interpreting facts in many 
different fields of study: chemistry, phys- 
ics, biology, sociology, economics, and 
others. Accounting has no such wide ap- 
plicability. It was originated to serve the 
business enterprise and has been found 
serviceable in very few other situations. 


2 Stockton, John R., An Introduction to Business Sta- 
tistics (Boston, 1938), p. 3. 
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The peculiar methodology of double 
entry, which is so well suited to the analy- 
sis and interpretation of financial data in 
enterprise transactions, is not flexible 
enough to serve many other fields. Almost 
the only utilization of accounting outside 
the field of private business enterprise has 
been its application to the financial activ- 
ities of governmental units. And its ap- 
plication here is based upon viewing such 
governmental activities as if they con- 
stitute a specialized form of business 
enterprise. 

Another dissimilarity grows out of this 
difference. Because of its wide applica- 
bility statistics must be able to use a 
variety of measuring units, either simple 
or complex, such as an individual, a cubic 
centimeter, a death, a ton-mile, a North- 
European immigrant, and many others. 
Different units of measure are required for 
each of the several fields which statistics 
serves and often for different studies 
within the same field. A variety of measur- 
ing units is not found in accounting; only 
one is used, a unit of money-price—in this 
country expressed in dollars.. Accounting 
is limited to the recording of phenomena 
which are expressed in monetary terms 
as exchange prices. Even if the methodol- 
ogy employed by accounting were made 
applicable to other fields, the lack of 
appropriate measuring units would defi- 
nitely limit its usefulness. 

A third difference between accounting 
and statistics is found in the significance 
of data in each field. In statistics, the data 
consist of single units, each of which is an 
addition to some class. The units may be 
classified in various ways but in every case 
any given unit has but one aspect: it is an 
addition to one group only. In accounting, 
the basic data take the form of transac- 
tions, each of which has at least a twofold 
aspect. The unquestioned fact that all 
accountable property is claimed by some- 
one gives rise to the equation: Assets= 
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Liabilities+ Proprietorship. Viewed in the 
light of this equation, every transaction 
must be recognized as having at least a 
twofold effect. If it increases one member 
of the equation, it must either also increase 
the other member or decrease some 
element in the first member in order to 
keep the equation in balance. Likewise, if 
a transaction causes a decrease in one 
member, that decrease must be countered 
by an increase in the same member or a 
decrease in the other member of the 
equation. This means that each transac- 
tion gives rise to at least two items of equal 
accounting significance, each of which 
must be recorded. Thus accounting data 
are multiple, not singular, in effect, and 
may express either plus o> minus; sta- 
tistical data are only singular in effect and 
always express additions. This difference 
in the significance of accounting data as 
compared with statistical data affects the 
methodology for handling accounting data 
and, to some extent, the method of pre- 
senting the summarized information. 

Bookkeeping can be described as a 
continuous statistical investigation of a 
business concern, a description which 
emphasizes the similarities between book- 
keeping method and statistical procedure. 
In both cases the procedure involves three 
steps: collection, classification, and sum- 
mary. And there is a distinct similarity in 
the way in which accounting and statistics 
execute each step; yet there are important 
differences as well. 

One difference is found in the collection 
procedure. Statistics sometimes makes 
use of the technique of sampling; book- 
keeping definitely avoids this method. 
Sampling consists of selecting a portion as 
indicative of the whole. It is a device based 
upon the law of large numbers and is used 
where a reliable indication of trend or 
tendency rather than an absolute total is 
desired. Well-known applications of this 
technique are the currently popular public 
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opinion polls. A cross section of the popula- 
tion of a region, state, or nation is selected 
as the sample. The combined views of the 
individuals included in this cross-section 
sample are then taken as indicating the 
view or attitude of the whole population 
represented by the sample. The accuracy 
of the device depends directly upon the 
skill with which the sample is selected. 
The sample must include, proportionally, 
all classes of the population. 

Sampling does find a place in auditing. 
Auditors commonly resort to test-checks 
of the mass of data and verify sample 
groups of transactions when performing a 
balance-sheet audit. But in bookkeeping 
there is no place for sampling; exact totals 
rather than tendencies are desired. A 
sample booking of the daily transactions 
might indicate that cash receipts exceed 
disbursements; but that would not be 
enough. The total received and the total 
disbursed must be ascertained so that the 
amount that should be on hand can be 
determined for use as a basis for making 
decisions as to current conditions, need 
for additional funds, etc. Likewise, actual 
figures for total sales, expenses, costs, etc. 
are needed if periodic profit is to be prop- 
erly computed. 

The different significance of data in 
statistics and in accounting was pointed 
out above. That difference gives rise to 
differences in the procedures of classifica- 
tion and summarization. In statistics each 
unit is an addition to a given class; the 
intention is to discover the total number 
of items having certain characteristics. 
In accounting, it must be repeated, each 
transaction has at least two aspects, each 
of which may represent either an addition 
or a subtraction in appropriate categories. 
Statistical categories, being increased by 
each unit, are one-sided only. Accounting 
categories must be two-sided to provide 
for either addition or subtraction. The 
class (balance) may be increased or 
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decreased depending upon the effect of the 
transaction. The familiar ledger account 
is provided to express this two-sided 
classification. Its twin parallel columns 
permit the record of increases on one side 
and decreases on the other. Statistical 
classification seldom uses two-sided cate- 
gories. 

Summary in accounting differs from 
summary in statistics because of the 
difference in classification. To summarize 
a class in statistics it is sufficient to find 
the total number of units therein. To 
summarize an accounting class demands 
first the adding of the details on each side 
of the account and then the offsetting of 
total debits against total credits to deter- 
mine a remainder or balance. The result 
of classification and summary in account- 
ing is not a list of totals; it is a series of 
remainders. A trial balance differs from a 
statistical list of totals in just this respect. 

Presentation of data is an important 
part of any information-providing service. 
Accounting and statistics make use of 
similar devices to present the data which 
they gather. Statistics uses a table to 
present its data; accounting uses financial 
statements. Both tables and statements 
are tabulations presenting in condensed 
form the classified and summarized essence 
of a mass of numerical facts. Yet similarity 
in the general nature of tables and state- 
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ments is accompanied by dissimilarities in 
construction and significance. Some of the 
most important problems of financial- 
statement preparation are reflected in 
these dissimilarities. A careful comparison 
of financial statements and statistical 
tables provides an insight into the special 
problems of statement construction. 

Older types of financial statements have 
a marked resemblance to simple statistical 
tables. For comparative purposes a simple 
statistical tabulation and early forms of 
profit and loss statement and balance 
sheet are presented below. A brief study 
of them will show the similarity. 


ENROLLMENT IN SCHOOLS AND COLLEGES IN 
THE UnrrTep States, 1928? 


Per 

Number Cent 
Elementary and kindergarten.... 23,503,416 980.7 
Secondary schools............. 4,321,361 14.8 
Colleges and normal! schools... . . 1,143,141 3.9 

Private commercial and business 


The three tabulations have many simi- 
lar aspects. Each contains two lists of 
numerical data. Each presents totals 
broken down into subclasses. All are dated 
to indicate that the data refer to a specific 
period or point of time. Indeed, the gen- 
eral similarities are so obvious as hardly 


PRoFIT AND Loss SHEET* 


Dr. Cr. 
1838 1838 

$ 337.00 Jan. 31 By Real Estate.............. $ 200.00 

an. 31 By Ship to Orleans........... 420.00 

= 31 By Commission.............. 180.00 

Jan. 31 By Profit and Loss........... 30.00 

Jan. 31 By Merchandise............. 1,300.00 

$ 2,137.50 $ 2,137.50 


Compiled from Statistical Abstract of the United 
States, 1930, by Gemmill, P. F., and Blodgett, R. H., in 
their Economics, Principles and Problems, Vol. II (New 


York, 1937), p. 251. 
* Littleton, A. C., Accounting Evolution to 1900 (New 
York, 1933), p. 146. 
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BALANCE SHEET® 
. Cr. 
1838 
an. 31 Merchandise................. $ 1,100.00 an. 31 By Bills Payable............. $12,650.00 
18,853.00 an. 31 Hampshire Monroe Co........ 700.00 
ian. 31 Bills Receiv-able.............. 11,007.50 an. 31 Reed & Barber............... 4,000.00 
fan. 31 Bellnap & Hamersby......... 1,500.00 18,900.50 
an. 31 800.00 
an. 31 Brown & Parsons............ 1,140.00 
an. 31 & Franklin. .... 360.00 
$36,250.50 $36,250.50 


to need specific mention. Yet a close 
scrutiny indicates differences as well. 

The principal feature which distinguishes 
financial statements from statistical tables 
is the high degree of interrelation among 
the facts in the former. Later forms of 
statements are better arranged to reveal 
these interrelations; yet even in early 
statements, such as are given here, an 
interconnection of facts is desirable. Inter- 
relation among balance-sheet items in- 
cludes the fact that total assets (left 
column) equa! total equities (right col- 
umn). This is true because assets and 
equities are but different aspects of the 
same properties. Asset items show the 
breakdown of a total fund into various 
types of property: merchandise, cash, 
notes receivable, and amounts due from 
individuals; equities show the various 
types of claims upon that fund of property. 
The two, properties and claims, must be 
equal, for inevitably every asset will be 
claimed by someone. Thus the item 
“Stock . . . 18,900.50” may be considered 
a balancing remainder as in an account; 
this is appropriate because the owner 
claims all enterprise property that is not 
claimed by outsiders. 

There are interrelations within the profit 
and loss statement. Expenses and revenue 
are related in two ways: first, there is 
something of a cause-and-effect connec- 
tion; second, both: elements are joint 


5 Ibid. 


determinants of the highly significant 
figure for net income. The cause-and- 
effect relationship of expense and revenue 
is not a direct one implying that the 
incurrence of one will inevitably lead to 
the other. Yet to derive income one must 
undertake (invest in) certain costs and 
expenses. Revenue may not follow the 
incurring of expenses; yet if the invest- 
ment has been made by intelligent selec- 
tion and application, some net income is 
likely to result. In effect, expense measures 
the efforts made to obtain revenue; reve- 
nue measures the results of those efforts. 

This leads to the second interrelation of 
expense and revenue as determinants of 
net income. The amount of net income 
indicates the success of operations by 
measuring the amount by which ac- 
complishment exceeds effort. Neither costs 
nor incomes taken alone can determine net 
profit or show definitely the results of 
operating activities. Yet when offset 
against one another in total they do reveal 
the net profit or loss results. 

There is also interrelation between the 
balance sheet and the profit and loss 
statement. The amount of net profit for 
the period should constitute an analysis 
of any change in the balance-sheet item 
called “Stock” made during a fiscal period 
(except for additional capital investments 
and withdrawals). Net profit or loss is the 
inorement or decrement to the owner’s 
interest that is due to operating activities; 
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hence it is added to the amount previously 
measuring his claim. Other interrelations 
exist between the statements and within 
each, but they are not so evident in simple 
statements as in more detailed ones which 
will be presented later. 

No such interrelation of facts is designed 
into statistical tables. Duality such as is 
common in the balance sheet (assets and 
equities) and in the profit and loss state- 
ment (expense and income) is rarely if ever 
found in statistical tables. 

A useful effect of interrelation of items 
in financial statements is seen in the 
additional significance that thus may be 
imputed to the several items in each state- 
ment. In a statistical table each item is 
significant (1) in amount, (2) as a com- 
ponent of the total, and (3) in proportion 
to its fellows. Every item in the financial 
statements has these features and addi- 
tional ones. In the balance sheet, for 
example, the amount of cash is also related 
to the liabilities because much of it will be 
utilized to help discharge them; for a 
similar reason, the proportion between 
properties that can be readily converted 
into cash (current assets) and those claims 
which must soon be paid (current liabil- 
ities) is highly significant to readers. The 
profit and loss statement is likewise made 
more important because of interrelation- 
ship of items. The proportion of each cost 
to total income and to the net profit is 
significant, because changes in made costs 
constitute one of the most direct ways of 
influencing the amount of net profit. Like- 
wise, the way in which each component of 
total income is causally related to expenses 
and to the net result is significant. 

To summarize, early financial state- 
ments are much like statistical tables in 
being tabulations of numerical data; but 
there is an important difference in the fact 
that financial statements are given a two- 
sided nature which, among other things, 
provides additional significance by helping 
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to establish interrelationships between 
individual items. 

Financial statements did not long re- 
main so simple as the ones illustrated, 
Increasing complexities of business opera- 
tions and the need for more detailed in- 
formation combined to bring into use 
statements that were more complete in 
detail and better arranged as to material. 
The balance sheet in its two-sided form 


continued to predominate, but interrela- 


tionship of items has been made to stand 
out through the use of subtotals and better 
positioning of items on the page. The 
income sheet is now seldom presented in a 
two-column form, but is usually arranged 
as a series of subtractions and remainders 
that derive the net profit figure. 

The evolutionary development which 
resulted in the modern income statement 
had several distinct steps. First was the 
simple “account form” illustrated here. 
Then subtractions and subtotals within 
the two-sided lists of incomes and expenses 
was worked in to make the computation 
of net income easier to follow. This was 
followed in turn by a more complicated 
arrangement, still in account form, show- 
ing the statement subdivided to produce 
in separate sections the gross profit on 
sales, the net trading profit, and the net 
profit for the year. The derived figure in 
each section was forwarded to the succeed- 
ing section. This complicated form ap- 
parently was too technical to satisfy the 
demand for financial information which 
followed the wide dissemination of capital 
stock in the early part of the twentieth 
century; consequently, a “‘report form” of 
financial statement was developed to 
meet the needs of statement users better. 

For use in continuing the analysis of 
financial statements as statistical tables, 
there are presented at this point: an ex- 
ample of a complex statistical table, an 
income statement in report form, and a 
modern form of balance sheet. 
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TABLE SHOWING BY YEARS THE NUMBER AND AMOUNT OF REAL EsTaTE TAXABLE AND NON-TAXABLE 


MortTGAGES IN WISCONSIN® 


Number and Amount of Real Estate Mortgages in Wisconsin 
Year Total Taxable Non-Taxable 
Number Amount Number Amount Number Amount 
Total 
1890 
1891 
1892 
Tue INGRAM MANUFACTURING COMPANY? 
Profit and Loss Statement 
Year Ended December 31, 1933 
Less Cost of Goods Sold: 
Inventory—Finished Goods, December 31, 1932..............20-20ceeeeeeees $ 10,400.00 
$180,699.00 
Deduct Inventory—Finished Goods, December 31, 1933...................25- 9,500.00 171,199.00 
Deduct Selling Expenses: 
Deduct General and Administrative Expenses: 
Deduct Net Financial Expense: 
Interest on Notes Payable and Bank Loans...................+.. 430.00 
Less: 
Interest on Notes Receivable. $ 236.00 


Secrist, Horace, An Introduction to Statistical Methods ick 1921), 


’ Finney, H. A., Principles of Accounting, Volume I, I on eck k, 1938), pp. 42-43. 
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A. MARSHALL, WHOLESALER® 
Balance Sheet 
December 31, 19— 


Assets 
Current Assets: 
Fixed Assets: 
Deferred Debits: 
6.30 
Liabilities and Capital 
Current Liabilities: 
Fixed Liabilities: 
Credits: 
eferred Interest'on Notes Receivable. $ 2.55 
Capital: 


* Scovill and Moyer, Fundamentals of Accounting, 1940, p. 376, 
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It will be observed that modern finan- 
cial statements still retain the character- 
istics which distinguished early statements 
from statistical tables. The two-sided 
nature of the balance sheet is still ap- 
parent, since assets and equities (the 
latter being ‘Liabilities and Capital’) are 
presented in two different lists having 
identical totals. Duality is not so apparent 
in the modern income statement, yet it 
js still present. Instead of two lists of 
data, the incomes and expenses are broken 
down into subgroups. The totals of the 
expenses subgroups are then successively 
subtracted from sales, and other incomes 
are added to the remainder, until the final 
figure of net profit results. 

But there are additional features that 
distinguish modern financial statements 
from statistical tables. The extensive use 
of subtotals and subtractions to emphasize 
the relationship of like items is an out- 
standing difference. For example, certain 
assets are grouped and totaled to indicate 
that they are related by some character- 
istic in common. The same is‘true in the 
income statement, in which various items 
of expense are grouped to indicate a rela- 
tionship. Relationships are indicated in 
other ways, also. Subtraction of expenses 
from incomes in the profit and loss state- 
ment indicates a general connection be- 
tween expenses and incomes; subtraction 
of certain expenses from certain incomes 
suggests that those expenses relate to those 
specific incomes, for instance, cost of sales 
and net sales. Also the position of items on 
the page is sometimes used to indicate 
relationship. When possible the two halves 
of the balance sheet are printed opposite 
one another upon the same sheet or upon 
opposite pages. This makes it possible to 
oppose the current assets to thé current 
liabilities, thus indicating the important 
telationship that exists between the two 
totals. However, one mvst not carry this 
particular method of indicating relation- 
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ship too far. The same relationship does 
not exist between fixed assets and fixed 
liabilities, for example. 

Relationships are not stressed to a 
similar extent in statistical tables, because 
in general no such important relationships 
exist among the data. Writers on sta- 
tistics classify tables as either general- or 
special-purpose tables. The former are 
used to present data in tabular form for 
reference purposes only. This is the type 
more commonly encountered. Special- 
purpose tables are utilized when specific 
relationships within the material require 
recognition and emphasis. These are some- 
what more comparable with financial 
statements. But special-purpose tables 
are far less common than general-purpose 
tables. There is no similar subdivision of 
financial statements; statements always 
have important relationships to emphasize. 

Not all the distinguishing character- 
istiis are on the side of financial state- 
ments. Statistical tables have features not 
found in financial statements. The use of 
both column headings and stubs or side- 
heads to indicate classification is possible 
in statistical tables to a greater extent 
than in financial statements. In a financial 
statement for given data or periods there 
is just one column heading; that is, every- 
thing in the table is expressed in dollars; 
hence the column heading is an implied 
dollar sign. When other column headings 
are used in comparative statements, the 
presentation amounts to a statistical 
compilation of financial-statement data. 
As only a single column is normally used, 
all classification must be presented by 
means of the stubs or side explanations. 
This limits the extent to which classifica- 
tion can expediently be carried. Statistical 
tables, on the other hand, utilize column 
heads to indicate classes and subclasses 


® Walker, H. M., and Durost, W. N., Statistical Ta- 
bles (New York, 1936), p. 1. 


|, 430.12 
291.60 
8.10 
330.00 
,059 82 
: 
460.00 
ane 
306.30 
826.12 
200.00 
750.50 
7.20 
130.00 
80.00 
100.00 
52.55 
20.25 @ 
05.87 
26.12 


408 The Accounting Review 


almost as much as stubs. Note, for in- 
stance, the use of column heads in the 
table on page 405. More extensive classifi- 
cation is thus made possible; indeed, the 
extent to which classification can be 
carried when both column heads and stubs 
are used is remarkable. It goes far beyond 
the limits of practicable classification in 
financial statements. 

The differences between statistical tables 
and financial statements discussed here 
are important enough to justify a con- 
clusion that accounting statements must 
be looked upon as something different from 
tables. Different problems of construction 
are involved because: (1) financial state- 
ments do not permit the presentation of 
complex classifications calling for many 
column heads; and (2) many relationships 
nevertheless exist ‘among the items of 
information to be presented, and full 
display therefore places a considerable 
burden upon suitable sideheads. 

Tables and financial statements also 
have different relationships to their respec- 
tive fields, a fact that supports the con- 
clusion that statements are more inter- 
pretive than tables. Statistical tables 
commonly are but a small part of the 
statistician’s report. They are used as a 
step in the process of analyzing the 
material.’!° The statistician uses other de- 
vices such as mathematical analyses, tex- 
tual comments and explanations, charts, 
and graphics to help present data in 
an interpretive and explanatory manner. 
Tables are not relied upon to give the 
reader much explanation; they generally 
serve only as reference material. When 
tables are an essential part of the report 
they are accompanied by explanatory 
textual material which serves to clarify 
their technical presentation of informa- 
tion. 

Financial statements have an entirely 


© Croxton, F. E., and Cowden, D. J., Applied Gen- 


eral Statistics (New York, 1939), p. 5. 


different function. The accountant uses 
few collateral interpretive devices. He 
restricts himself to an occasional ac- 
companying ratio or percentage analysis 
and a very sparing use of graphics, and 
resorts to textual comment sparingly lest 
he be considered as expressing unwar- 
ranted opinions. These self-imposed re- 
strictions force the financial statements 
themselves to be the accountant’s princi- 
pal means of explaining the data he has 
collected. This means that financial state- 
ments must not only present dependable 
data; the facts must be presented in such 
a way as to make them largely self- 
explanatory. The statements, therefore, 
bear a great burden of responsibility to 
interpret data to the reader as simply as 
possible, because they usually stand alone. 

In justice to the accountant it must be 
added that financial statements have been 
developed into an excellent means of 
interpreting the information collected by 
bookkeeping. Statistics may be far ahead 
of accounting in the extent to which it has 
carried the use of mathematical analyses 
and graphic presentation; yet, without 
these aids, accounting has made of finan- 
cial statements an admirable interpretive 
device not excelled in statistics. Through 
the use of grouping and subtotals to 
express similarity, subtraction and offset 
to express dissimilarity, and sequence or 
order to indicate relative emphasis, finan- 
cial statements provide a well-planned 
means of calling attention to the signifi- 
cant and important information they con- 
tain. When they are studied with some 
understanding of business operations, their 
message is easy to grasp. 

This discussion has emphasized the 
dissimilarities of accounting and statistics 
more than the similarities. This has been 
done in order to show that financial state- 
ments are more than specialized forms of 
statistical tables. Yet there are many 
similarities in the two fields. In fact, the 
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similarities are so evident that it might 
seem unnecessary to outline them. Both 
statistics and accounting are subdivisions 
of the quantitative method of analysis; 
both deal with numerical data in mass 
form and have common problems in the 
collection, classification, and presentation 
of factual information. Such marked simi- 
larities of nature, function, and problems 
suggest that some of the rules or standards 
evolved for the treatment of data in 
statistics may apply to the treatment of 
transaction data in accounting. The very 
existence of two such comparable fields 
implies that one can draw upon the ex- 
periences and principles of the other for 
ideas as to how best to collect, classify, 
and present its own data. 

As the chief interest here is in financial 
statements and accounting, a brief search 
of the literature of statistics was made to 
discover what regulations governing the 
compilation of statistical data could be 
considered as also applicable to account- 
ing. The following are some standards for 
statistical treatment of data which seem 
to meet this test. Classification of the rules 
has been made and some modification of 
phrasing has been undertaken to indicate 
more clearly their possible application in 
accounting. 

A. General Rules 


1. The presence of bias in the collection or 
presentation of data is improper and suf- 
ficient to discredit the entire undertak- 
ing.4 

2. The omission of an important factor is 
improper because it may lead to im- 
proper conclusions.” 


B. Classification Rules 


1. Distinction used as the basis for setting 
up classes shall be such as will produce 
aggregates that are significant and only 
such aggregates." 


. en and Cowden, op. cit., p. 7. 


. p.8. 
18 Bailey, W. B., and Cummings, John, Statistics 
(Chicago, 1917), p. 38. 
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2. In every instance, so far as possible, 
comparability of the data with cor- 
responding data in other statements, 
past and present, should be preserved.“ 

3. Classification should not be too detailed 
to fit the data." 

4. The detail of the classification must rep- 
resent fairly the significance of the data 
and must not impose a significance not 
inherent in the data.'* 


C. Presentation Rules 

1. In general a report should contain all of 
the data supporting its derived figures, 
so that a reader may, by performing the 
proper processes, obtain any figure 
given.” 

2. In any tabulated data the order of the 
items should conform as nearly as is pos- 
sible to the relationship, causal or other- 
wise, existing between the items."* 

3. The association of data which are not 
comparable or which imply a nonexist- 
ent relationship is improper.!® 

4. The data must contain no concealed 
classifications which might invalidate 
the conclusions drawn from the appar- 
ent classifications.”° 


The propriety and applicability of these 
standards in accounting need no detailed 
amplification. Indeed, they may be re- 
garded as the equivalents, stated in care- 
ful phraseology, of informal practices that 
prevail generally in accounting. 

Statistics and accounting have much in 
common—so much, in fact, that certain 
rules adopted by statisticians for the 
proper treatment of statistical data are 
equally applicable in bookkeeping and 
accounting. On the other hand, financial 
statements and statistical tables are suffi- 
ciently different from one another that the 
problem of constructing financial state- 
ments is not the same as that of preparing 
statistical tables. Financial statements are 


17 Tbid., p. 51. 
18 Lovitt, W. V., and Holtzclaw, H. F., Statistics (New 
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the most important single device used by 
accountants to present information in 
an explanatory, understandable fashion. 
Therefore, they should be consciously 
designed in such a way as to facilitate the 
recognition of relationships that are in- 


herent in financial data. And knowledge 
of the ideals and limitations of statistics 
should make accountants even more alert 
to their over-all duty of disclosing factual 
truth not only dependably but under- 
standably as well. 


CASE HISTORY OF A TERMINATED 
CONTRACT 


RoBeERT G. ALLYN 


N PRESENTING the following case his- 
I tory of a terminated, government 
fixed-price subcontract, it is hoped 
that someone may profit by another’s 
experience. No suggestion should be read 
into these facts that this article is offered 
in a carping or deprecating way. On the 
contrary, one can only wonder at the 
stupendous task faced by the admin- 
istrators of the Contract Settlement Act 
of 1944 and the perspicacity with which 
they have handled its very broad provi- 
sions. The businessmen of this country can 
rest easily, at least in respect to the 
thought that the Congress and those who 
have been given authority under the Act 
have “planned” to “facilitate maximum 
war production during the war, and to 
expedite reconversion from war produc- 
tion to civilian production as war condi- 
tions permit.’ The problem of reconver- 
sion was not handled quite so expedi- 
tiously during and after World War I.? 
Inasmuch as the contract under con- 
sideration in this article has only recently 
been settled, proper names will be omitted. 
Hereafter, the subcontractor will be re- 
ferred to as Company X; the prime con- 
tractor as Company Y, and the con- 
tracting governmental agency as Agency 


1 Sec. 1, par. (a) Contract Settlement Act of 1944. 

2 Cf. Smith, Edw. Paul. “Training Contractor Per- 
sonnel in Termination Procedures,” AccountTING RE- 
view. Vol. XX, No. 1 (January, 1945), p. 77. 


When the telegram to cease production 
was received by Co. X from his customer, 
Co. Y., some steps had already been taken 
by X to plan for this event. The auditor 
and the cost accountant had attended a 
three-day “Termination School’ and were 
at least acquainted with the broad outlines 
and the main problems involved in 
contract settlements. Unfortunately, this 
knowledge, or an appreciation of the 
importance of the problem, was difficult 
to impart to the other executives of the 
organization. Preoccupation with present 
war work is probably the cause of most 
of the delay in settling contracts, along 
with the lack of help to whom authority 
can be delegated. In addition, Co. X had 
set up cost records by which purchases of 
materials, payment of labor, and factory 
manufacturing expenses were allocated 
wherever possible to specific government 
contracts, of which Co. X held at least 
four at one time. Cost record cards were 
identified with each contract by appro- 
priate nomenclature set up by the planning 
department to coincide with the parts and 
assemblies called for on the drawings. 
Inventories had been set up on a perpetual 
basis and were catalogued according to 
raw stock, parts, and assemblies; each 
classification was given numbers to corre- 
spond with the numbers shown on the 
parts lists prepared from the drawings. 
Identification of the physical inventory 
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in the stockroom, however, was not 
organized as carefully as the paper records 
were. The rapid growth and accumulation 
of stock, together with the lack of store- 
keepers conversant with the products, 
made complete segregation and identifica- 
tion of supplies and parts difficult. Pro- 
duction orders passed through the plant 
pre-numbered and identified by part or 
assembly number and by contract num- 
ber. In short, steps had been taken through 
some education of personnel and modifica- 
tion of an already existing cost system to 
insure Co. X that it would have the neces- 
sary data on hand when “T Day” arrived. 

Immediately upon receipt of the “cease 
work” telegram, the foremen in the 
factory were ordered to stop work on all 
production orders allocable to the termi- 
nated contract. In many instances, this 
cessation was hasty and wasteful as the 
work in process consisted of costly as- 
semblies, which could have been finished 
with an additional operation or two, and 
at a slight additional cost in proportion 
to the total cost of the assembly. It 
was subsequently learned that permission 
could have been granted by the local 
office of Agency Z or by the prime con- 
tractor, Co. Y, to finish some of these 
assemblies.’ 

Fortunately, there was no difficulty in 
notifying X’s subcontractors to cease 
work. They were few in number and their 
work had not progressed far enough to 
warrant their submitting a claim. In one 
case, however, a supplier of raw stock had 
made a shipment the day he received his 
telegram, so that the shipment en route 
became a part of X’s inventory. This 
might have been the subject of a con- 
troversy had not Co. X later purchased 
this material for another war contract, 
thus removing that item from the claim. 


_ * Animportant reason for the waste involved in work 
in process is the inability to decide whether the work 
would be commercially valuable if completed. 


Arrangements had previously been made 
with the foreman of the stock room to take 
an inventory in the event of termination. 
He had inventory tags printed, two copies 
each, with a carbon insert. There was 
space on each tag in which to enter the 
part or assembly number, production 
order number (in the case of work in 
process), and the number of pieces. Later 
it was learned that all of the inventory 
should have been weighed and classified 
as to metal content, because most of it was 
determined to be scrap. This information 
should therefore have been entered on the 
inventory tags and records at the time the 
inventory was taken to avoid frequent, 
unnecessary handling. The representatives 
of Agency Z informed X that it could not 
arrange for scrap-inventory disposal with- 
out weights and classes of metals. It is 
observed that on Termination Inventory 
Schedules 2B and 2C, no mention is made 
of weights, unless, of course, the unit of 
measurement is by weight. In Co. X’s 
case, the unit of measurement, except for 
raw stock, was in terms of either piece or 
length. Nevertheless, much time could have 
been saved if the weights of metals had 
been entered for each part and assembly 
listed on the inventory forms. Moreover, 
Agency Z also wanted a recapitulation of 
weights in terms of steel, aluminum, 
brass, etc. 

After the inventory had been taken, 
stored away in boxes and bins in a locked 
storeroom, the job of costing it was begun. 
Purchased parts and raw stock items were 
priced by the purchasing department. 
Finished components and work-in-process 
items were priced by the cost department, 
which used the cost cards which had been 
set up arithmetically to show average 
total unit-lot costs. Some difficulty was 
encountered in pricing the work in process. 
The stockroom foreman had neglected to 
note on his inventory records the last 
operation completed or an estimate of the 
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percentage of work done on the parts and 
assemblies. This information was neces- 
sary in the case of parts, because of a 
production order calling for 100 pieces, 
half might be 90 per cent complete, per- 
haps requiring only anodizing, and the 
other half in the primary stages of pro- 
duction. In the case of assemblies, parts 
were added at different stages of produc- 
tion. In other words, the inventory as 
given to the cost department merely listed 
so many of each part or assembly in 
process. It was then necessary for the 
cost accountant and the stockroom fore- 
man to go into the stockroom and physi- 
cally segregate the parts and assemblies 
by percentage of completion if it was 
possible to do so. Even if the foreman had 
originally noted the operation last com- 
pleted, difficulty would have been en- 
countered because the workers whose work 
was highly skilled, and oftentimes required 
ingenuity, made changes in the original 
specifications without consulting the plan- 
ning department. Getting out the work 
was considered all-important. The paper 
work would catch up later when operations 
smoothed out. 

After completion of the clerical work 
on the inventory, the next step in the 
settlement of Co. X’s claim was to nego- 
tiate with the prime contractor and with 
Agency Z. This proved to be the most 
confusing stage. The prime, Co. Y, did not 
send instructions as to the preparation of 
the claim for a month. In the meantime, 
Co. X had “taken the bull by the horns” 
and had contacted Agency Z regarding 
inventory disposal. Agency Z promptly 
sent its representatives to X’s plant, in- 
spected the inventory, and requested ten 
copies of the inventory schedules for its 
office and four additional copies for 
another office in charge of distributing 
critical inventory items.‘ These copies 
were duly prepared and submitted. A 


* This requirement has since been abolished. 


minor difficulty was encountered in dupli- 
cating the inventory schedules. In the first 
attempt to “ditto” the inventory sched- 
ules, the government-supplied forms were 
used. The paper, however, was not adapt- 
able to the gelatine type of duplicating 
machine. It was then necessary to have 
the forms printed on a smooth, heavier- 
stock paper. The expense of printing, by 
the way, is an allowable post-termination 
expense. 

After the inventory was prepared and 
submitted to Agency Z, it was returned 
promptly for revision. One change re- 
quested was the classification in detail of 
a group of miscellaneous items, having no 
commercial value, even though the total 
value of the group was less than $100 and 
each item less than $10 in value. It was 
later learned in discussing this point with 
different representatives of the armed 
services that unless the inventory consists 
of a group of odds and ends, such as bits 
of wire, tubing, etc., that are not identifi- 
able, it is virtually necessary to list every 
inventory item separately regardless of 
value or quantity involved. The Joint 
Termination Regulations® and the instruc- 
tions for the completion of terminations 
claims are not uniformly interpreted on 
the subject of classification of inventory, 
at least with respect to miscellaneous 
items. In classifying its tools, jigs, dies, 
and fixtures, Co. X lumped them all to- 
gether and listed them in one amount. 
Because they were of special type, not 
allocable to any other contract, and had 
no commercial value, scrapping was rec- 
ommended. The inventory also had to be 
revised by the addition of a schedule 

5 Par. 425.1, 425.2, 425.3, Joint Termination Regu 
lations. Revised Apr. 20, 1945—cf. also par. 964 J.T.R. 
“Instructions for Use of Standard Contract Settlement 
Proposal Forms.” Par. 16 of those instructions states 
that items having a cost of less than $100 need not be 
listed separately but may be lumped together under a 
“sundry” caption with only a general description of 
the type of items, provided that the gate amount 


included does not exceed $5000 or 20% of the total in- 
ventory cost, whichever is less. 
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showing the approximate weights of the 
metals used in making the tools. Here 
again time could have been saved if this in- 
formation had been requested and recorded 
at the outset, at the time the inventory 
was taken. This was a reasonable request, 
because it would be impossible for the prop- 
erty disposal officers of Agency Z to sell 
or to permit Co. X to buy scrap unless the 
weight was known. Finally, some question 
arose regarding the reporting of critical 
items to Agency Z. In a critical list pre- 
pared by Z, certain minimum quantities 
and values were listed as reportable. A 
question arose as to whether minimum 
quantity or value governed. As yet the 
answer is not clear. 

By the time the inventory schedules had 
been corrected and amended, prime con- 
tractor Y had returned to the picture with 
a well-prepared brochure of instructions. 
After several telephone conversations with 
Co. Y, X was convinced that it must deal 
directly with Y and not with the local rep- 
resentatives of Agency Z. Therefore the 
negotiations were begun all over again. 
Fortunately, Co. Y was not so extravagant 
in its demands for copies of forms; it 
wanted only four copies of the claim and 
four copies of the inventory schedules. Ac- 
cordingly, the claim was prepared, on the 
inventory basis, following the sample com- 
pleted forms illustrated in Section IX of 
the Joint Termination Regulations. 

Within a week following the submission 
of this claim, Co. X was somewhat sur- 
prised to be visited by two auditors of Co. 
Y, and informed that this was “routine 
procedure” and necessary in order that Co. 


- ¥ could answer all of the questions put to 


it by its contracting officer. Y’s auditors 
first checked the inventory, making spot 
physical checks. Invoices covering pur- 
chased parts and raw material were then 
spot-checked. Cost record cards were veri- 
fied in some detail. From a parts list, a 
complete listing of all parts and assemblies 


required for the contract was prepared and 
compared with the inventory. Any item on 
the inventory in excess of the quantity re- 
quired for completion of the contract was 
questioned. In all cases, the reason for the 
overage was due to a minimum run or a 
minimum quantity necessary to be pur- 
chased. A few small errors were disclosed. 
For example, a part was priced on Form 
2C (Work in Process) at a finished-unit 
price, because of an original error in failing 
to list the part as semi-finished. This dis- 
crepancy was observed when the same part 
was also listed on Form 2B (Finished Com- 
ponents) at the same price. 

During the course of the field audit 
Company X decided that it could use some 
of the inventory that had been listed. This 
necessitated further revision of the inven- 
tory schedules and the claim. While closer 
cooperation among the executives of Co. X 
might have obviated some of this piece- 
meal reduction of the inventory, planning 
for disposal of termination inventory was 
difficult because of rapid changes in manu- 
facturing processes. No one could accu- 
rately foresee whether parts made for one 
contract could be used on another. Expe- 
rience has shown, however, that it is desir- 
able for the contractor to dispose of all the 
inventory he can, even scrap. If the gov- 
ernment agencies are forced to dispose of a 
contractor’s inventory, the contractor is 
plagued with phone calls, letters, and visits 
from prospective buyers. More time and 
added expense are often consumed than 
would have been necessary had the con- 
tzactor bought and disposed of his inven- 
tory, even at a loss. 

Upon completion of the audit, which 
took three days, the claim was accepted. 
On the original claim, Co. X had requested 
a profit of 6 per cent of the total inventory 
cost, plus the proportionate part of the 
general and administrative expense allo- 
cable to the contract. Since no attempt was 
made to negotiate a profit, the formula 
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settlement was followed.® Co. Y allowed a 
profit of the lesser of either 6 per cent of 
the inventory cost or 2 per cent on un- 
processed inventory plus 8 per cent on pro- 
cessed inventory. The cost, of course, ex- 
cluded that of any finished units on hand 
which had not been invoiced. These units 
were listed on line 15 of Form 1, inasmuch 
as the invoice price already included gen- 
eral and administrative expense and profit. 
As contractor X had made no claim for 
post-termination expense or interest, there 
was no question concerning these items. 
Nevertheless, prime contractor Y, upon 
receiving the settlement proposal from X 
for the second time, inquired of X whether 
the company wished to make a claim for 
interest. X had failed to note on line 16 of 
Form 1 that it was making no claim for 
interest. This necessitated sending four 
copies of a waiver to the prime contractor. 

About a week after the corrected inven- 
tory schedules and claim had been re-sub- 
mitted, Agency Z again sent its represent- 
atives to inspect the inventory further 
with a view toward giving authority to X 
to dispose of the inventory as scrap. Unfor- 
tunately, Co. Y had failed to send copies of 
the amended inventory schedules to agency 
Z, so that it was not apprised of the 
changes made by X and Y. This made it 
necessary for Z to review the whole matter 
with them for correcting their schedules to 
bring them into agreement with those X 
had finally submitted to Y. Agency Z was 
anxious to make a prompt decision regard- 
ing X’s recommendations for inventory 
disposal, as it had been given a “‘deadline’”’ 
by its higher echelon. To that end, Co. X 
and a representative of Agency Z prepared 
a classified listing of all parts and assem- 
blies for which scrapping had been recom- 
mended, together with the metallic weight 
of each item. As most of the inventory was 
to be scrapped, this proved to be a long 


* Footnote to Joint Termination Regulations, Par. 
931 d(2). 


and tedious job, and one that might well 
have been accomplished at the time the in- 
ventories were originally listed on the in- 
ventory schedules, Forms 2A, 2B, 2C, and 
2D. Any assembly which was composed of 
different metals which could not be weighed 
separately was listed as ‘“‘mixed.” 

Contractor X then submitted a “bid,” 
in four copies, together with scrap war- 
ranties, warranting that the scrap that the 
company was buying would be sold and 
would not be converted to the:company’s 
own use, accompanied by the classified 
scrap inventory to Agency Z. In addition, 
copies of a credit memorandum for the usa- 
ble pieces of the inventory the value of 
which was to be deducted from the claim 
were also given to Agency Z. This informa- 
tion was necessary so that the Surplus Dis- 
posal Board of Agency Z could dispose of 
every item of inventory that was not to be 
retained by Co. X or sold to Co. Y. 

The deadline, however, set for Agency Z 
to act upon the inventory disposal came 
and passed without the necessary author- 
ity forthcoming. After a delay of three 
weeks, the Surplus Disposal Board finally 
sent formal notice to Co. X that it had 
accepted X’s offer to purchase all of the in- 
ventory except two parts which it was de- 
cided to report as critical items. A further 
delay ensued until shipping instructions 
were received from the governmental 
agency which was to assume accountabil- 
ity for these critical items. When shipping 
instructions were at last received, another 
problem arose when it was discovered that 
a few of the parts (purchased parts) were 
defective. A resident inspector who had 
since taken his station at Co. X’s plant 
had made the discovery and consequently 
requested X to correct its inventory sched- 
ules and claim. To avoid the delay in- 
volved in returning the defective parts to 
the vendor and preclude more paper work, 
Co. X purchased the defective parts and 
issued a credit memorandum to Co. Y, 
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with a copy to Agency Z, covering the cost 
of the defective parts deleted from the 
claim. 

Within a week, the critical items had 
been shipped from Co. X’s plant, and 
Agency Z had delivered to X a final state- 
ment to the effect that Co. X had been 
relieved of accountability for all of the 
termination inventory, and that Z had ap- 
proved the claim. Again, though, corre- 
spondence between Agency Z and prime 
contractor Y was delayed, so that it was 
necessary for Co. X to remind Y of its ob- 
ligations to settle the claim. Co. Y replied 
that it had not received notice of the 
“clearance” from Agency Z. Co. X sup- 
plied Y with a photostatic copy of the re- 
lease. 

At long last, (seven months from the 
date of the notice of termination) Co. X 
received release forms from Co. Y to be 
signed and returned, together with an 


invoice. A check in full payment was re- 
ceived shortly after the invoice was 
rendered. 

Throughout the period consumed in 
settling this claim, the delays could be 
attributed equally to each of the partici- 
pating parties. None of the parties was 
entirely to blame. Co. X was especially 
impressed with the spirit of courtesy and 
cooperation that pervaded the efforts of 
the negotiating parties in settling its claim. 
Prime contractor X and Agency Z are to be 
commended on their choice of representa- 
tives. The latter performed their duties 
efficiently and did everything in their 
power to maintain amicable relationships 
and spread goodwill. There is no doubt 
that as the number of terminations in- 
creases, and the machinery for settling 
claims gets into high gear, much of the 
annoyance caused by delays will be re- 
moved. 


INCOME TAXES AND CAPITAL 
INVESTMENT 


L. B. McINTIRE 


“ AXATION for revenue only.” This 
phrase expresses succinctly the reac- 


tion of many people to the taxes 
imposed by the Federal government since 
about 1935, when the tax on undistributed 
profits of corporations was enacted. It 
has been generally inferred by critics of 
the Federal Administration that Federal 
taxes have been imposed for some reason 
other than revenue. While there is enough 
truth in this inference to make it gen- 
erally acceptable, still it must perhaps 
be admitted that revenue has been the pri- 
mary purpose for Federal taxes. 

The charge has been made, and fairly, 
that “New Deal” taxes have brought 
about bad economic results. The cure for 
these bad results has been suggested to be 
“Taxation for revenue only”—which sug- 


gestion carries the inference that tax laws 
should be framed without consideration of 
anything but the revenue to be obtained. 
The fallacy here is plain. For if certain tax 
laws produce bad economic results, then is 
it not reasonable to believe that relatively 
good economic results might be obtained 
by some other tax laws? 

Nor should revenue and economic re- 
sults be the only considerations in framing 
tax legislation. To get a clear picture of 
proper deliberative procedure for framing 
tax legislation, the following considera- 
tions in approximate order of importance 
are suggested: 

1. Revenue and Ability to Pay—These 
mutually conflicting considerations are 
basic. Revenue is limited by ability to pay. 
If desired revenue should exceed ability to 
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pay, then economy in expenditures would 
become, not only desirable, but necessary.! 

2. Equity and Simplicity—While less 
basic than revenue and ability to pay, 
these mutually conflicting considerations 
are imperative if democratic principles and 
tolerable administration are to be achieved. 
The present extreme of complication in 
tax laws has come about partly because of 
undue concern for equity as against sim- 
plicity. 

3. Economic Results—The probable eco- 
nomic results of proposed taxes should be 
carefully considered. The legislative guide 
to this consideration in the past was fur- 
nished to a large extent by lobbyists for in- 
terested pressure groups. Better guides are 
available now,? and there would seem to be 
little excuse for bad economic results in the 
future. 


ECONOMIC CONSIDERATIONS 


It has been suggested recently from 
more than one quarter that the general 
welfare would be enhanced if accountants 
would take a more active interest in the 
field of economic thought and exert a be- 
nevolent influence on legislation affecting 
national and international economics.® 


1 It is not considered that financing by borrowing up- 
sets this postulate. In such a case retrenchment is only 
delayed. 

2 Two general guides for the future should be investi- 
gated. One is the recent economic history of countries in 
which experimental tax legislation has been enacted. 
Canada, England, and the United States have had ex- 
perience which is perhaps most applicable to our prob- 
lems. Mr. Roosevelt at the advent of his administration 
frankly enunciated a policy of experimental legislation. 
The lessons to be learned from a review of this experi- 
mentation should not be overlooked. Another guide for 
future tax legislation is the body of economic research 
and the conclusions drawn therefrom. Notable here is 
The Brookings Institution, Washington, D. C., in- 
corporated in 1927, which organization has published 
its findings and conclusions in book and pamphlet forms. 

3A closer relationship”? between accountants and 
economists was suggested in an editorial in the Journal 
of Accowntancy for March, 1945, and reference was made 
to an article by Harry Norris in the Economic Journal 
(quarterly of the Royal Economic Society, London) for 
December, 1944, stressing “the desirability of better 
understanding and closer cooperation between econo- 
mists and accountants. ”’ 


There is much to be said in support of these 
suggestions, although increased interest in 
economic thought and legislation should 
in no degree be limited to accountants, 
of course. However, accountants are espe- 
cially concerned with taxation and are ina 
position to influence legislation in this 
field, which so tremendously affects the 
economic life of the nation. In order that 
this influence be exerted in behalf of the 
general welfare, we should at all times be 
cognizant of the bad economic results to be 
avoided in the future and the means of 
achieving desirable results. 

What bad economic results derive from 
improper tax laws? In finding the answer 
to this, we should keep in mind (1) the 
purpose of the economic system, which is 
to provide equipment, goods, and services 
for human use and consumption; and (2) 
the fundamental elements of the economic 
system, which are capital and labor and 
the management which directs them. In 
general, we may say then that retarding 
or prevention of production or services for 
human use is bad; and, more specifically, 
that discouragement of the productive use 
of capital is bad, unemployment or waste 
of labor is bad, and the frustration of the 
productive efforts of management is bad. 

Many loud noises inspired by the ex- 
treme complications and involvements of 
Federal taxation have recently been heard. 
To deal with these complications and in- 
volvements constitutes a severe burden on 
management, which should be allowed to 
direct its efforts as far as possible to pro- 
duction of goods and services. This mis- 
direction of management is increased in 
severity at this time when tax rates are so 
high as to make oversights so costly that 
tax considerations individually almost out- 
weigh efficiency of production and econ- 
omy of operation. Simplification then 
appears from the standpoint of manage- 
ment to be a supreme objective in tax 
legislation. 
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Unemployment, which is a waste of 
labor, has been the most vivid weakness of 
our economic system. The causes of this 
labor waste are rather involved,* but they 
cannot be attributed very directly to the 
Federal tax system. However, it would be 
a secondary result if tax laws operated to 
discourage capital investment, since the 
means of labor’s production in a free econ- 
omy is dependent for the most part on 
privately provided capital. 

The importance of capital investment is 
not fully appreciated by the public gen- 
erally, which has been led to believe that 
depressions are caused by overproduction. 
If this were true, of course, then we would 
not be interested in encouraging capital 
investment, since capital investment in- 
creases productive capacity. What we are 
interested in, as stated by Mr. Harold G. 
Moulton, President of The Brookings In- 
stitution, is ‘‘a dynamic situation in which 
increasing quantities of newly created 
goods and services would become available 
for everyone.’”® Mr. Moulton suggests an 
aggregate national income of 200 billions,® 
whereas the productive capacity of the 
United States in 1929 was less than 100 
billions.’ It would thus appear that the 
needs of our people, as determined by Mr. 
Moulton, would roughly require a doubling 
of our productive capacity. Of course, pro- 
ductive capacity has been tremendously 
built up for war production, but much of 
this is not suitable for peacetime opera- 
tions without considerable reconversion. 

Assuming that productive capacity would 
be adequate, is there any assurance that it 
would be used to produce the 200 billions 
of national income suggested? The answer 


4 Prices high and wages low, relatively, result in in- 
ability to buy all the fruits of production; the forced 
drastic price adjustment of inflated inventories dis- 
courages further production; and labor is thus left with 
temporarily reduced opportunity for endeavor. 

5 Income and Economic Progress (The Brookings In- 
stitution, 1935), p. 83. 

® Ibid., p. 83. 

7 Ibid., p. 176. 


is “no.” In 1929, the national income was 
about 84 per cent of the national produc- 
tive capacity.* Mr. Moulton’s study indi- 
cated, however, that disuse of existing 
productive capacity was due to price and 
trade abuses; hence we need not consider 
this problem as having important tax as- 
pects. This consideration may be passed 
by simply with the admonition that future 
tax laws avoid burdening the use of exist- 
ing facilities of production. 

The fact still remains that our produc- 
tive capacity is inadequate to provide a 
high standard of living for all our people. 

Consideration of the economic results of 
Federal tax legislation then narrows down 
to its effect on capital investment. It 
should be kept in mind that present taxes 
were designed for the prosecution of war, 
under which condition capital investment 
to a great extent has not been privately 
provided. It should not be contemplated 
that these taxes be continued when private 
enterprise displaces the present public en- 
terprise of war. Therefore, tax provisions 
presently in force should be examined, 
whether conceived in peace or in war, to 
determine changes necessary to fit peace- 
time economy under a private enterprise 
system. 

What are the tax provisions which, if 
retained, would discourage investment of 
private capital? 


THE DISCRIMINATION AGAINST 
CORPORATE INCOMES 


The chief way in which tax provisions 
discourage the investment of private capi- 
tal is the huge discrimination against cor- 
porations and corporate income. This dis- 
crimination has come about because of the 
deep-seated impression in the public mind 
that corporations are lush creatures of the 
law, performing no social function and 
growing constantly fatter on the blood and 


* Ibid., p. 176. The amounts are 81.940 billions and 
95.508 billions, respectively. 
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sweat of the people. In reality, the corpo- 
ration is an instrument by which individ- 
ual savings, small and large, can be com- 
bined to work effectively to utilize labor 
and provide goods and services for human 
use. If some of them operate to create 
monopolies and retard economic progress, 
correction should be obtained by govern- 
mental regulation, such as restriction of 
patent privileges or severing control of 
their sources of supply. But discriminatory 
taxes on corporations penalize the good 
and the bad alike; they do not correct indi- 
vidual evils; and they discourage generally 
the use of this effective type of cooperative 
enterprise. Ultimately, the public suffers 
by lost employment and lost production. 

Theoretically, corporate income should 
not be taxed at all, because this income is 
that of stockholders, who should be taxed 
therefor as individuals. From an adminis- 
trative standpoint, however, it is desirable 
to collect taxes on this income at the 
source, since it would be a Herculean task 
to follow an infinite number of dividend 
payments and to distribute retained earn- 
ings for tax purposes. It seems logical to 
follow these considerations with the sug- 
gestion that corporate net profits be taxed 
at a flat standard rate fixed at the basic 
tax rate for the individual or slightly 
higher; require the individual to include 
dividends received in his taxable income; 
and allow the individual to deduct from his 
tax a credit for tax paid by the corporation 
on the dividends received and included in 
his taxable income. This would achieve 
simplicity of administration and simplicity 
of filing. In addition, it would eliminate 
the present inequity of double taxation of 
corporate income. 

One inequity would remain in that un- 
distributed corporate earnings would not 
be taxed at graduated individual rates. 
Two good reasons exist for permitting this 
inequity to exist. As previously indicated, 
its correction would be an almost impossi- 


ble administrative task. Second, this tax 
advantage to retained earnings would have 
a tendency to increase capital investment, 
which, we have observed, is economically 
desirable.® 

Two major reforms in taxation of corpo- 
rate income should thus be included in our 
immediate postwar aims: drastic reduc- 
tion of rates, now discriminatory, and 
elimination of double taxation. 


THE DISALLOWANCE OF BUSINESS 
LOSSES 


As presently constituted, Federal tax 
laws are like a deck of cards stacked against 
productive enterprise. Such enterprise usu- 
ally, if not always, entails considerable 
risks, the profits being often absent or 
negative for considerable periods of time. 
In such cases, the purpose of the tax laws 
has been to collect taxes year by year on 
profits when earned, without allowing for 
losses in previous unprofitable years ex- 
cept to a very limited degree. Present pro- 
visions allow business losses to be “carried 
back” two years or “‘carried forward” two 
years. These provisions have produced an 
extremely involved tax situation in some 
cases. They also afford the privilege of off- 
setting losses against profits to compara- 
tively profitable enterprises, at the same 
time limiting the privilege rather severely 
for businesses which have suffered severe 
or continuing losses and are therefore most 
deserving of tax relief. 

This year-by-year taxing of profits and 
the placing of limitations on offsetting 
losses against profits constitute an in- 
equity, because a heavier tax burden is 
placed on business income than on other 
types of income less subject to fluctuations 
and uncertainties, such as salaries and 
interest. The most harmful effect is to 


® This does not mean, of course, that the use of the 
corporate form as an “incorporated pocketbook’”’ is to be 
condoned. Present provisions restricting unreasonable 
accumulation of surplus and current liberal policies of ad- 
ministration seem sufficient safeguards against abuse. 
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discourage new enterprise, whether it be 
the formation of new business organiza- 
tions or new lines of endeavor for estab- 
lished organizations. This discrimination 
against business income should be cor- 
rected by allowing business losses to be 
carried forward for a period of years long 
enough to eliminate the discrimination, 
ter years perhaps. 

The carry-back provision should be dis- 
carded in the interest of simplification of 


administration and filing, since equity 


would be achieved by the carry-forward of 
losses. 

In addition to discriminatory taxation of 
business profits, capital investment and 
new business enterprise are discouraged by 
the limitations on allowance of capital 
losses. Corporations are allowed no net 
capital loss deduction, and such losses are 
allowed to individuals only to the extent of 
$1,000 per year. Tax regulations do pro- 
vide that net capital losses may be carried 
forward for five years, but provide also 
that they may be deducted only as an off- 
set against capital gains. These limitations 
constitute a definite discouragement to 
new or small incorporated businesses which 
are seeking funds for operation and to 
other incorporated businesses which may 
seem for other reasons to be risky. This 
effect is exactly contrary to the ideal of 
free enterprise, which seeks to remove 
hindrances to new or risk-taking business 
rather than put obstacles in its way. 

Equitably, there seems to be no reason 
why capital losses should not be allowed 
against ordinary income. Of course, there 
is a good argument for not allowing all of 
such a loss in one year, because it repre- 
sents an accumulated loss over the period 
for which the asset has been held. Thus, it 
would be logical to allow this loss over a 
period of years equal to the period for 
which it was held. To avoid involvements 
in administration and computation, how- 
ever, it seems in order to suggest a stand- 


ard period of time over which a capital loss 
could be applied against ordinary income, 
say three years or five years. 


INCENTIVE TAXES 


That Federal income taxes as recently 
applied have exerted a repressive effect on 
capital investment has been recognized to 
the extent that the idea of “incentive 
taxes” has become a fad. Risk capital hav- 
ing been discriminated against for the past 
decade, it is now proposed to enact tax 
provisions discriminatory for risk capital. 
Proponents of such legislation should keep 
in mind that two wrongs do not make a 
right in the field of economics any more 
than in any other field of human relations. 
The “gambler’s instinct” should also be 
kept in mind—the providers of risk capital 
do not require undue inducement to “take 
a chance” even though they do wish to 
avoid “‘stacked cards” and “loaded” taxes. 
An editorial statement in the Journal of 
Accountancy for March, 1945, bears re- 
peating: “There could be no greater tax 
incentive to business as a whole than a 
simple, equitable, and consistent tax pol- 
icy, which would not be tinkered with from 
year to year.” 

It follows that the present tax incentive 
favoring long-term capital gains should be 
examined to see whether it really operates 
beneficially from an economic standpoint. 
If not, such gains should be taxed as or- 
dinary income, spread over a period of 
years equal to the holding period of the 
asset or for a standard period, just as was 
suggested previously for capital losses. 
This study should be made regardless of 
the cries of anguish which may be expected 
from Wall Street, other brokers, and specu- 
lators. The question is to determine wheth- 
er this one tax incentive favoring capital 
investment has actually stimulated new 
investments sufficiently to justify the in- 
equity and the abuses thereby allowed. 
The proposal to relieve corporations of a 
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discriminatory income tax burden can be 
expected to draw heavy fire, because it 
would entail increased rates for individuals. 
However, it cannot be denied that the tax 
burden should rest directly on the individ- 
ual because this plan would lend itself 
more readily to equitable distribution than 
the present indirect and discriminatory 
method of putting the heaviest burden on 
those individuals who provide the capital 
for and derive income from corporate en- 
terprise. The importance of this is further 
emphasized by the fact that achievement 
of equity is a prime necessity if we are to 
arrive at a system of taxation which can be 
continued consistently into the future. 
Whether corporate income or individual 
income is used, recognition should be ac- 
corded to the changing fortunes of business 
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and the adversities which befall new bus- 
iness enterprise. Thus, business losses, both 
capital and ordinary, should be carried for- 
ward until absorbed by profits before taxes 
are levied on the income. This would 
achieve simple equity by removing tax dis- 
criminations against productive enterprise 
now inherent in the present tax provisions. 

In short, it should be recognized that 
productive enterprise is “the goose that 
lays the golden egg,” and that capital in- 
vestment is the fundamental element of 
this enterprise. Federal income taxes should 
not be discriminatory in their effect on 
such enterprise; rather enterprises should 
be encouraged to expand to the end that 
employment, goods, and services adequate 
to satisfy human needs and wants shall be 
provided. 


ECONOMIC AND ACCOUNTING 
CONCEPTS 


RUSSELL BOWERS 


ship to social economics. The two 
activities sometimes deal with the 
same or similar phenomena and hence 
raise the question of the proper relation- 
ship. The fact seems to be that accounting 
is concerned with only part of the social 
problems of economics, and it deals with 
that part necessarily from a different point 
of view. Nevertheless, accountants and 
businessmen often err in their judgments 
about national economic policies when 
they attempt to reason from accounting 
concepts and postulates to conclusions 
about the social economy. It is equally un- 
fortunate, on the other hand, that econo- 
mists often fail to appreciate both the con- 
tributions and the limitations of business 
accounting in relation to an understanding 
of their problems. 
Economics is concerned with the econ- 


to bears a debated relation- 


omy of a major unit of society, one which 
extends beyond the limits of any individual 
firm. Business accounting, on the other 
hand, deals with the economy of subotf- 
dinate parts of a larger unit of society. The 
unit used by the accountant is typically 
the productive business firm. With what 
specific unit of society does ‘‘economics” 
deal? Economy is meaningless unless de- 
fined in relation to the point of view of 
somebody or some group taken as a col- 
lective unit. In answer to this question we 
suggest recognition of three distinct 
“levels” or types of context for any discus- 
sion about economic problems. The first 
is the problem of the individual or natural 
person as a consumer. Second is that of the 
business firm as a producer. It is with the 
firm, often in the form of a corporate enter- 
prise operating as a trading unit within a 
money economy, that accounting is con- 
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cerned. The third level is that of national, 
or, better, total economy. 

The economy of the business firm can be 
expressed adequately in accounting terms. 


The economy of the individual also may be- 


expressed in similar terms if exception is 
made for that segment of an individual’s 
economy which is not expressed in money; 
that is, the individual may economize in 
the exercise of alternative modes of use of 
his non-monetary resources, as when he 
performs a service for himself. The concept 
of income in a money economy is substan- 
tially the same both for an individual and 
for a business firm. There is merely a shift- 
ing of the point of view. 

Are the economic concepts of a system 
of economic relationships for a society as 
a whole, based upon specialization in pro- 
duction and the exchange of goods for 
money, the same as those for the individual 
or firm? It is the contention here that they 
are different in some very important re- 
spects and that these differences too often 
are not recognized. The failure to distin- 
guish actual differences from apparent 
similarities is often the cause of discord 
among people of influence in the formula- 
tion and conduct of important national 
economic policies. Accountants and busi- 
nessmen are largely of one school of 
thought, whereas economists, who are in- 
terested in national income, are generally 
of another. The unfortunate result is that 
often they speak the same language while 
working with fundamentally different eco- 
nomic concepts. 

The sciences of accounting and eco- 
nomics have developed largely independ- 
ent of each other. George O. May, in 
Twenty-five Years of Accounting Experi- 
ence, considers accounting a tool of busi- 
ness, and points out that the development 
of accounting, like the development of 
business law, has been determined by the 
practices of businessmen. May has also 
observed that where accounting and eco- 


nomic thought run along parallel lines it 
is probable that both run parallel to good 
business practice. Thus, if acccounting has 
diverged from economic theory, a similar 
divergence is likely to be found between 
social economy and business practice. In 
any event it would be a mistake to think of 
either accounting or economic theory as 
rigid and exact just as it would be to think 
of every science as consisting of rigid, exact 
laws. Accounting may be based on con- 
vention and judgment, but it cannot be 
concluded that accounting is therefore use- 
less or lacking in objectivity. Judgment 
cannot be avoided in the applications of 
any science. At the least, accounting pre- 
sents useful historical facts. While some 
accountants have conceived of accounting 
as fundamentally a process of valuation, 
others have regarded it as a historical ap- 
proach to business problems. Be that as it 
may, accounting problems are economic 
problems based on a limited point of view, 
that of a particular productive venture or 
business enterprise. 

Under either the valuation view or the 
historical view the problems of valuation 
occupy an important place. The account- 
ant insists that a historical record is more 
serviceable if it ignores fluctuations in the 
market value of durable assets used in pro- 
duction. He does this with the end in view 
of centering attention upon the determina- 
tion in income (or loss) as it accrues to the 
accounting entity. Thus the going business 
concern is assumed as a postulate and at- 
tention to assets is currently focused on 
those which are for sale. 

Income as thus determined by the ac- 
countant serves many purposes, both 
social and individual. It serves as a basis 
for making income distributions which 
greatly influence general consumption and 
the achievement of current standards of 
living. Distribution which affects con- 
sumption may be made from invested capi- 
tal instead of from earned increments; but 
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rational economic behavior always requires 
a knowledge of the source from which the 
funds used in consumption are derived. 

There are several possible bases of valu- 
ation: (1) historical cost of the properties 
devoted to a particular use; (2) original 
cost of properties to the particular owner; 
(3) historical or original cost as in (1) and 
(2) less estimated depreciation; (4) current 
market bids and offers if there is a market; 
(5) estimated cost of reproduction new or 
in present condition; (6) the sum of cash 
or equivalent which can be realized from 
the property less any additional necessary 
costs; and (7) average or prospective earn- 
ings capitalized at the appropriate rate. 
The determination of any of these bases, 
with the exception of historical and origi- 
nal cost, is influenced somewhat by the 
judgment of the appraiser. Thus most of 
these bases lack that objectivity which is 
desired in accounting or in any other 
science. 

Actual cost bases, although not often 
subject to dispute as questions of fact, 
have the limitation of becoming out of 
date and hence not useful for some pur- 
poses because they are not in agreement 
with current conditions. But the account- 
ant’s problem is one of proof and measure- 
ment. He can hardly do more than compile 
the facts in arriving at a valuation by a 
given method and state clearly the method 
used. There still remains the question of 
judging the adequacy of the valuation 
method for the particular purpose at hand. 
But what all these bases of valuation have 
in common is their usefulness for the par- 
ticular firm. Their use from the standpoint 
of the total economy is not so clear. 

Accounting may, despite its many limi- 
tations, claim to be a science which works 
with quantitative data involving princi- 
ples. It can operate within the limitations 
set by any of these methods of valuation. 
In any given case it may present the results 
obtained by one method or it may preserve 


the facts by which the results of several] 
methods are obtainable. By operating 
within known limits, inaccurate or contro- 
versial data are confined to relatively sub- 
ordinate details. Any method which is con- 
sistently followed may therefore present 
facts selected according to some relevant 
principle. The selection of the principle to 
be employed in any given case will repre- 
sent the application of accounting on the 
highest level. But let it not be forgotten 
that all the concepts and principles of ac- 
counting have been developed from the 
point of view of the individual productive 
firm. 

When the concepts and techniques of 
enterprise accounting are applied to the 
field of a major unit of society such as a 
nation, the concepts and the techniques of 
measurement fundamental to the one field 
may prove meaningless if applied to the 
other. The economy of an individual enter- 
prise may not move consistently with the 
economy of the larger social organization 
of which it is a part. Individual firms op- 
erate as subordinate economic departments 
of a nation just as departments within a 
complex business enterprise operate as sub- 
ordinate economic units of that organiza- 
tion. A certain course of action may ag- 
grandize a department within a business 
enterprise; the course of action may be 
economical from the viewpoint of the de- 
partment, but it may or may not be eco- 
nomical from the viewpoint of the enter- 
prise as a whole. 

It is recognized in accounting that, so 
far as the firm as a whole is concerned, one 
department of a firm cannot make a profit 
by selling to another department of the 
same firm. In preparing consolidated in- 
come statements the intercompany profits 
and losses are eliminated from the calcula- 
tion. This analogy would appear to be 
valid with respect to private enterprise 
economy in relation to national economy. 
A set of accounts for the total economy of a 
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sovereign nation thus would have to be 
based on concepts and techniques of meas- 
urement different from those appropriate 
for use in studying the economic progress 
of an individual or firm. A private eco- 
nomic unit which is small relative to the 
total economy can measure its own eco- 
nomic progress or its status on any given 
date in terms of legal tender, especially if 
contractual liabilities are involved. But 
similar monetary measures in a national 
economy can be used only indirectly to in- 
dicate short trends or year-to-year com- 
parisons, if at all. This is true even though 
the figures are adjusted for changes in the 
value of money, that is, the general price 
level. 

National income data, derived as they 
usually are from business accounting data, 
should be adjusted not only for limitations 
in the value of the dollar as a measuring 
unit but for other factors as well. The indi- 
vidual firm also may correct its financial 
data for changes in price level if that type 
of accuracy is desired; but even then the 
two situations are not similar. The unad- 
justed net income of an individual (or firm) 
as measured by recognized accounting 
methods is a concrete and specific indica- 
tion of change in his economic circum- 
stances, because money earned is purchas- 
ing power for him at current prices. On the 
other hand, we find appropriately a desire 
on the part of the economist to measure 
national income in terms of physical units 
of goods and services produced rather than 
in dollars’ worth. But in so doing the econ- 
omist ignores valuation and hence the 
essential economic problems. 

While adjustment for changes in price 
level may be helpful in eliminating errors 
of legal dollar measurement of income for 
an individual or firm or any other small 
unit of an economy, accountants generally 
do not accept this view and their attitude 
is not wholly without justification. How- 
ever, the accountant’s justification for re- 
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jecting the use of price level indexes is not 
the same as that of the economist. 

The situation of an individual or firm 
may be seen more clearly if it is remem- 
bered that the individual’s money is spend- 
able or acceptable by others. This is a fact 
which, in modern times at least, is almost 
wholly responsible for money’s having any 
value. But not all the money in a total 
economy is similarly spendable except in 
the case of foreign trade. Save for the part 
played by foreign trade, money, from a na- 
tional viewpoint, is a convenient medium 
of exchange; it is purchasing power for 
individual trading units only, not for a 
society or group taken as a whole except 
when it is used in exchange with a party 
outside the group. 

In accounting, money is used as a meas- 
ure of value and as a medium of exchange, 
but most often as a measure of value. All 
accounts of a business enterprise are ex- 
pressed in money as a measure of value; 
but money as a medium of exchange is 
confined to the cash account and a few 
other fungible assets. Not all the property 
accounts held within a sovereign nation 
can be used similarly as a measure of that 
nation’s economic status. Such property 
valuation or income measurement is useful 
only for year-to-year or other short-term 
comparisons at most. 

The difference between the method of 
determining income for an individual or a 
business firm and that for a larger unit of 
society may be made evident by a simple 
example. If the market price of a certain 
item of property appreciates and it is sold 
at a price higher than original cost, the 
owner of that property gains by the incre- 
ment just as substantially as if a gain 
were earned from any other source. The 
economist, speaking from a social view- 
point, knows that this increment does not 
represent social income. 

Parenthetically it should be added that 
it is not relevant whether the appreciation 
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is realized by saie or not. The accountant 
does not recognize appreciation unless vali- 
dated by sale but the cogent excuse for 
insisting on sale is the need for proof of 
the appreciation and for a means of defi- 
nite measurement. The increment must be 
available to the individual in the form in 
which he wants it, and this ordinarily 
means cash or the equivalent. If he can sell 
for cash, proof taken for granted, his doing 
so is only a formality. The economist also 
may readily subscribe to this view since 
the problem does not arise peculiarly with- 
in his province. He is inclined to take the 
accountant’s word for it. But the agree- 
ment is more apparent than real. The co- 
gent question to the economist is whether 
a contribution has been made to social 
product, that is, to the total of goods and 
services for use by someone in society. 
Whereas the accountant is searching for an 
instrument for measuring a spendable in- 
crement owned by the individual or firm, 
the economist is searching for a measure of 
social product. The social product must be 
viewed apart from individual claims to the 
product. If the economist accepts the ac- 
countant’s results it is for want of a scheme 
better suited to his purpose. What may be 
a good measure of an individual’s enhance- 
ment in economic circumstances may not 
be a good measure at all of contribution to 
the social product. 

Continuing the kind of example sug- 
gested above, if a share of stock is bought 
for $100 and later sold for $150, net of 
additional costs, the owner has gained $50 
just as substantially as if $50 were derived 
from wages, fees, or any other source. But 
one cannot say that this appreciation of 
assets (or capital) reflects any increase in 
social product or social income for the 
larger economy of which this individual 
situation of stock ownership is a part. It 
has been argued correctly that such an in- 
crement of $50 may be the result of some- 
one’s reappraisal based upon the anticipa- 


tion of greater earnings from the original 
investment cost of $100. But this observa- 
tion is relevant only from the social point 
of view. From the individual owner’s point 
of view there exists no similar analogy, 
True, the owner without selling merely 
anticipates greater “income,” but it must 
not be overlooked that if he can “cash in” 
on his expectation immediately (less ap- 
propriate discount) he is in a position just 
as fortunate as he would be if the expected 
“income” were realized now in connection 
with the creation of a social product. 
Whether he does cash in or not is irrelevant 
to his individual economic circumstances. 

The point is that this actual improve- 
ment of the individual’s circumstances is 
not dependent upon a contribution to the 
social product, and this fact should always 
be recognized. Often errors have been 
made in matters of national economic 
policy, and especially with regard to in- 
come taxation, as the result of confusing 
the economics of the individual or firm 
with the economics of the nation as a 
whole. The English practice in this regard 
is inferior to our own. While the English 
view may be based upon some institutions 
of great historical importance, the policy 
is not appropriate to a modern exchange 
economy. The annual (physical) product 
of the land in an earlier form of economy, 
as in Adam Smith’s day, no doubt served 
as an accurate and useful measure of an- 
nual income for both the owner and the 
nation. But in a commercial and monetary 
society of great specialization in which 
money and monetary claims are determin- 
ing factors in buying the products of 
others, money income based on all transac- 
tions, actual and potential, gives funda- 
mentally a better point of departure for 
the measurement of individual income 
than does the individual’s contribution to 
a social product. 

Accordingly, a satisfactory concept of 
national income must differ from that of 
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individual income. Rarely is there any- 
thing of consequence to be gained by the 
assumption that the national income must 
agree arithmetically with the sum of the 
incomes of all individuals. But neverthe- 
less the confusion of the two iscommon 
even among well-known writers. 

Society, or the social group as a whole, 
cannot ‘“‘cash in” on that expected income 
which may cause individual investments 
to appreciate, but the individual owner of 
property can do so. The fact that no addi- 
tional social income is in any way made 
available to the extent of value apprecia- 
tion does not justify denying recognition 
of an increment to the individual, if it is 
proved and measured. The individual can 
realize his increment by conversion to cash, 
by actual consumption, or by other recog- 
nized criteria. Even though the individual’s 
increment does not represent a contribu- 
tion to the social product, he can realize 
on his claim at the expense of others, and 
he will seldom hesitate to do so. The in- 
crement can be made available as a claim 
to social product. 

In the treatment of the particular indi- 
vidual the incidence of his expenditure on 
the claims of others, the claims to the social 
product, can be ignored. The incidence of 
this additional share of the social product 
which can be claimed by the individual 
as a result of spending more individual 
income, whether derived from apprecia- 
tion or any other source, is so diffused 
in society as to be negligible. It is not 
measurable as it concerns any other per- 
son. This is to say that the increment 
of appreciation in the hands of any indi- 
vidual or firm is extremely small in relation 
to the total national income. Of course, if 
the increment in the hands of the indi- 
vidual or other economic unit is exceed- 
ingly large in comparison with the total 
national product, then this analysis does 
not hold and the incidence cannot be neg- 
lected. 
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The confusion of social and individual 
income appears most frequently in discus- 
sions of capital gains. Some people have 
contended that capital gains should be dif- 
ferentiated from income, and excluded 
from the income tax base, as has been the 
policy in England. While there may be suf- 
ficient practical justification for the exclu- 
sion of such gains from the regular annual 
income tax base, the reason for exclusion 
cannot be founded on the assertion that 
these gains do not represent individual in- 
come because they do not represent social 
income. 

It has been said that capital gains usu- 
ally are the result of monetary deprecia- 
tion and are therefore nominal instead of 
real gains. Such a contention does not rest 
upon a careful analysis of the situation. 
Decline in the value of money, which is 
synonymous with a rise in the general price 
level, affects all financial items and not 
merely a class loosely referred to as “‘capi- 
tal assets.” Capital increments often arise 
without an increase in the general price 
level, whereas, on the other hand, there is 
sometimes an increase in the general price 
level without appreciation of a particular 
“capital asset.”” The attempt to make ap- 
propriate adjustments for changes in the 
general purchasing power of the legal 
monetary unit merely by excluding capital 
gains from individual or business income is 
wholly inadequate. 

The accounting effect of a decline in pur- 
chasing power of the dollar or other legal 
monetary unit may be corrected in two 
ways. One method is to stabilize the pur- 
chasing power of the monetary unit by 
monetary policy. If this procedure is not 
undertaken by the government, then the 
only other equitable solution is to use a 
multiplier or index number to correct the 
nominal book values which have been ex- 
pressed in legal monetary units of varying 
purchasing power. But this correction must 
be made for every item in the accounts and 
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not merely for the “capital items.” All 
items will be affected except those whose 
price happens to coincide with the in- 
dex of the base date. The revenue, ex- 
penses, wages, etc., must also be corrected 
for the same reason that the “capital 
items” are corrected. The extent of the 
correction of any item depends upon devia- 
tion from the index and not upon whether 
the item is regularly traded in or repre- 
sents a fixed asset. 

Accounting in its present form is ca- 
pable of measuring the economic progress 
or status of an individual or a business 
enterprise, with the possible exception of 
limitations imposed by changes in price 
level. Even this refinement could readily 
be added if desired. Economics in any con- 
text has a problem similar to that of busi- 
ness accounting in measuring adequacy or 
progress in providing means of subsist- 
ence and enjoyment or the resources re- 
quired for continued activity; but in social 
economics the viewpoint is national, or 
even international, and business account- 
ing methods of measurement are hardly 
comparable. 

What difference does it make whether 
we change our viewpoint from that of a 
non-self-sufficient economic unit like the 
individual or the business firm to that of a 
self-sufficient social unit? Can we merely 
add the money incomes of the smaller 
units and obtain that of the whole? At this 
point the analogy between a trading unit 
and a completely self-sufficient economy 
breaks down. In business accounting there 
is presumed to be an exchange of equiva- 
lent values in every external accounting 
transaction. Only the external transaction 
is used in accounting for recognizing a basis 
of ponderable gains and (sometimes) losses. 
The transaction device is lost, if an at- 
tempt is made to transplant this transac- 
tion device of a non-self-sufficient eco- 
nomic unit operating within the money 
economy to the larger self-sufficient eco- 


nomic unit. The difficult could be appreci- 
ated more fully if one attempted to 
construct a consolidated income sheet for 
all individuals and business enterprises in 
the United States. To a task as technically 
difficult as constructing this consolidated 
report, assembling all the data, and mak- 
ing all necessary adjustments and correc- 
tions, there must be added the inadequate 
principle on which the concept is based. 

The fundamental measuring device used 
by the accountant is the business transac- 
tion between parties of independent inter- 
ests. If the dollar is the surveyor’s tape of 
accounting measurements, the transaction 
between independent economic units con- 
stitutes the activity of the surveyor on the 
job. The measuring of national income by 
applying enterprise accounting technique 
is inadequate, because the transaction gain 
of one party is supported only by a “‘write- 
up” on the books of the other party. From 
the viewpoint of the two combined, as 
they are combined in the viewpoint of na- 
tional income, the transaction is no more 
than one of “unrealized appreciation.” 
The two parties involved have merely 
traded horses. It is not denied here that 
there has been a gain in production or 
profitability from the viewpoint of the 
two parties combined; but it is contended 
that the measuring device used is not ap- 
plicable. Eliminate the interstitial trans- 
fers in the social economy and virtually all 
money income is canceled. The income of 
the entire social economy thus becomes 
mere conjecture. 

Accounting fills a useful function when 
applied to a given small segment of a 
much larger unit of economy. But if the 
size of such a segment becomes a signifi- 
cant portion of the whole, the recognized 
procedures and even the accounting con- 
cepts tend to lose significance. Accounting 
income is based ultimately upon transac- 
tions with outsiders. In a completely self- 
contained economy, such as the people of a 


| ou 
ac 
so 
on 
| ex 
: 
| va 
de 
tir 
| m 
di 
H 
ck 
01 
a 
te 


preci- 
ed to 
et for 
ises in 
tically 
dated 
mak- 
orrec- 
quate 
ad. 
used 
nsac- 
inter- 
pe of 
ction 
_con- 
n the 
1e by 
nique 
gain 
vrite- 
from 
1, as 
f na- 
more 
ion.” 
rely 
that 
n or 
the 
aided 
ap- 
ans- 


Economic and Accounting Concepts 


nation without foreign trade, there are no 
outsiders. Just as a man cannot make an 
accounting profit by trading with himself, 
so the people of a nation cannot make a 
social income so long as their transactions 
are all with each other. In a national econ- 
omy the instrument of measurement, the 
external transaction (money used in ex- 
change rather than money as a measure of 
value), is lost or becomes inapplicable. 

The social economist often relies on a 
definition of income in terms of satisfac- 
tion and this constitutes income in the 
most fundamental sense. This concept is 
difficult if not impossible of measurement. 
However, the individual may exercise a 
choice in alternative wants to be satisfied, 
or he may choose between means of satis- 
fying the same want. These buyers’ choices 
are determining factors in establishing 
market prices, and such choices as regis- 
tered in a market create an accounting 
transaction. But no accounting procedure 
or device comparable with that used by 
firms which produce and sell has been de- 
veloped for use in a national or total econ- 
omy. This may be explained perhaps in 
part by the fact that the problems of a 
national economy have not been the sub- 
ject of so much attention as have those of 
the individual firm. 

There are other economic and enterprise 
accounting concepts which differ and are 
often confused. The accounting concept of 
cost is not identical with the social concept 
of cost, and failure to make proper distinc- 
tions will lead to serious errors in attempt- 
ing to reason from one set of concepts to 
the other. Accounting costs are based on 
the payment or promise of money to a 
party external to the enterprise. These 
costs are measured in transactions. From a 
social point of view that which is for one 
party the payment of a cost (via the liabil- 
ity route referring to technical double 
entry accounting procedure) is the receipt 
of revenue or income in like amount for 
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the other party. Hence money cost seems 
to have no substance from a general or 
social point of view. The payment is not 
a cost at all but merely a transfer of funds 
between individuals and works no measur- 
able change in the total. The transaction 
is an indispensable instrument of measure- 
ment and an ultimate check on the total 
of any cost to an individual firm, but this 
device appears useless as a criterion of 
social cost. 

Real social cost must be measured in 
terms of valuable resources lost or in some 
way used up. As in enterprise accounting, 
the cost or surrender of resources is di- 
rected toward the end of gaining something 
more desirable. But in the case of social 
cost what other element is the measuring 
device? It is understandable that in giving 
an account of social cost resort is often 
made to physical units lost or consumed. 
Yet cost from either point of view must be 
a value concept rather than a physical one. 
Any consumption or shrinkage must be 
interpreted in value terms instead of in 
physical units if it is to be relevant to the 
problem of the economy. The practice of 
expressing social costs in physical units is 
truthful so far as it goes, and it may be 
more adequate than the arithmetical sum 
of individual costs as measured by trans- 
actions in which money is involved; but 
this method merely shifts the valuation 
problem to the user of the data. How can 
the one who uses the data in the viewpoint 
of social cost be certain he rates the sig- 
nificance of the physical units correctly? 
There may be no valid alternative to the 
practice of stating these “costs” in physi- 
cal units, but the practice avoids coming to 
grips with the fundamental economic 
question. The difference it makes is that 
unless physical and intangible resources 
lost or consumed are correctly valued, the 
extent of the loss so far as the economy is 
concerned is not known. Without valua- 
tions there can be no economy. 
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Social costs must be conceived of as op- 
portunity costs. An opportunity cost is a 
resource which is necessarily surrendered 
in the process of acquiring something else. 
This can be clarified by use of a simple 
example. If an acre of land is devoted to 
growing wheat, the true cost of the wheat 
grown, assuming that all other factors are 
equal, is the oats or other crop which the 
land would have produced if it had not 
been devoted to growing wheat. Again, 
opportunity costs are difficult if not im- 
possible to measure. The exercise of one 
choice precludes the exercise of another, 
the results of which cannot be known for 
certain. The measurement or comparison 
of alternatives, however, is a valuation 
process and, in fact, such valuations or 
comparisons are made and must continue 
to be made whether accurate or not. In 
every business decision, different courses 
of action and different resources of use are 
compared and a judgment is made as to 
which is the better alternative. The eco- 
nomical choice is that which yields a re- 
turn in satisfaction to an individual (in 
the case of a consumer’s choice), or in 
money income (in the case of an enterprise 
producing for a market), in excess of, say 
the second most promising alternative. In 
terms of double-entry accounting this is 
equivalent to a comparison of actual reve- 
nue with that which would have been re- 
ceived as an alternative—both items of 
comparison being credits in a ledger in 
which debits can be matched with only 
one of them. Thus, in some respects, ac- 
counting has severe limitations for the de- 
termination of economic choices. Perhaps 
accountants who wish to restrict the use of 
accounting to its traditional services are 
right. 

Cost, just as income, has no meaning 
except in relation to someone’s point of 
view. This repeats the belief that economy 
is meaningless except from a designated 
point of view. Either a cost or an economy 
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in the abstract is impossible. Hence the 
question may arise whether there can be 
a definitely national or social economy. 
What is economical for a country as a 
whole? This question can be answered 
only if the various individuals of a society 
in question are in substantial agreement 
concerning the relative importance of dif- 
ferent wants to be satisfied and if there are 
adequate means of expressing this state of 
affairs. There is little use in attempting to 
compare or to offset one individual’s pref- 
erence or choice, satisfaction or dissatis- 
faction, against that of another, and thus 
to arrive at an arithmetical sum for the 
whole. Economic theorists have long been 
aware of this, yet in discussions of policies 
which could alter the size of the total in- 
come of nationals or involve a different 
distribution of the total, this admitted 
condition is ustally forgotten by policy- 
makers and voters alike. 

In few modern nations, and least of all 
in the democracies in which people have 
become accustomed to a great deal of in- 
dividual freedom, is there likely to be the 
degree of general agreement over the 
merits of different persons’ wants which an 
observer with limited experience might be 
led to expect. But, in any event, the prac- 
tical answer to the question of national 
economy requires a comparison of satis- 
fying the wants of one man with satisfy- 
ing those of another when there is no 
common yardstick for the comparison of 
one man’s satisfaction or dissatisfaction 
with that of another. Policies which give 
most to some people at the expense of 
others may find no solution in economics. 
Justification for raising one man’s share 
of the national income or social product 
at the expense of another may lie largely 
outside this field. But even in the most 
completely democratic country some scale 
of values, possibly of a noneconomic na- 
ture, must be assumed by the policy- 
makers before any answer can be given to 
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questions of governmental economic pol- 
icy. In some countries the criterion might 
assume that all men are intrinsically equal 
and therefore all are entitled to an equal in- 
come. But the possible ‘“‘diseconomy”’ of 
such a state of affairs should be evident. 

Another criterion could be equal income 
for equal productive contributions. We 
shall not attempt to complete the possible 
list. But the productivity criterion is in 
even more danger than formerly has been 
the case of becoming a mere slogan be- 
cause of the impossibility of measuring 
productive contributions. Even if the 
theory of marginal productivity has im- 
portant applications at times, as a measure 
of an individual’s wages or other in- 
come it is becoming less useful than it 
formerly may have been. More and more 
modern products are the result of joint 
use of productive factors. The contribu- 
tion of no single factor is directly de- 
terminable. The concept of marginality 
still has applications in certain firms by 
way of fixed and variable factors, but 
neither labor nor any other factor per 
se can be considered a variable factor, even 
if labor unions are left out of account. A 
certain laborer or group of laborers may be 
such an integral part of the total organiza- 
tion that the proportions of factors cannot 
be altered at all. For example, the alterna- 
tives may be either to operate a plant at 
near full capacity with a full crew and a 
man at every specialized task or to close 
down production altogether. 

With greater specialization of tasks, 
more complex organization of productive 
units, and the use of joint facilities, the 
theory of marginal productivity becomes 
less applicable as a guide in measuring pro- 
ductivity and hence as a basis for sharing 
in the rewards of industry. Modern pro- 
duction is becoming increasingly the result 
cf an almost endless. variety of different 
types of labor and other factors which 
cooperate jointly to produce a single prod- 
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uct. Marginal analysis in terms of over- 
generalized factors offers little or no help 
in the distribution problem. Accordingly, 
it is not surprising that the bargaining 
theory of wages is in its ascendancy. And it 
may not soon encounter limitations set by 
the productivity theory. The bargaining 
theory (of wages or any income), which 
implies, concomitantly, cost to some and 
income to others, may be expected to gain 
in recognition and receive a wider accept- 
ance, whereas the appeal to the productiv- 
ity theory may be expected tc lose force. 
This does not deny that between larger 
areas the concepts of marginality and 
competition are not both applicable and 
desirable. 

Social costs sometimes include items 
which are excluded from accounting costs. 
A firm may hire men for a monetary wage 
that is either more or less than the sum re- 
quired to maintain the health of the em- 
ployed, the dependent members of their 
families, and the perpetuation of the race. 
All these are social costs. Formerly, pro- 
ductive commercial enterprises did nothing 
in recognition of the social cost of acci- 
dents, occupational diseases, etc., but at 
present a great deal has been done to 
change this situation. Now such social 
costs are often laid upon industry and, 
through prices, upon ultimate consumers 
of the product. 

Accounting cost cannot be in agreement 
with social cost unless all resources used 
and accounted for are valued correctly 
from the social and the very long-run view. 
For example, timber in early American 
history was depleted with profit to the firm 
which exploited this natural resource. 
Many other similar illustrations could be 
mentioned. The results under present en- 
terprise accounting might have been sub- 
stantially correct if the original resources 
had been valued correctly in view of his- 
torical developments. Market forces, es- 
pecially under free competition, do tend to 
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place correct values on all resources, but 
they do so currently or only in the medium 
short run. 

Timber tracts of 1850 or the oil reserves 
of today may have been valued correctly 
in terms of current conditions, but the 
course of only a short history shows the 
timber to have been greatly undervalued 
socially. The same might be true of other 
limited and irreplaceable resources. But in 
valuing such irreplaceable resources it 
must be recognized that there is no definite 
method of determining how far into the 
future the period should extend over which 
the use of such resources should be allo- 
cated. We may wastefully exploit oil or 
gas at a low unit-accounting cost during 
the next ten years, or the next twenty-five 
years, or the next hundred. Who can tell 
what length of fiscal period would be the 
most economical socially to cover the de- 
pletion of irreplaceable resources? The en- 
terprise view offers but a minor problem 
in comparison with the social problem. The 
correct period chosen from a social view- 
point for the purpose of discounting 
expected services from an irreplaceable 
natural resource is such an imponderable 
that the answer can be only arbitrary; yet 
the answer which must be given affects 
directly the accounting as well as the social 
cost. Related also to the correct valuation 
and allocation in time of the use of present 
resources is the question of developing sub- 
stitutes and new resources. It cannot be 
determined whether and when these sub- 
stitutes will be physically available or 
available at money costs as low as that of 
the original resource. The availability of 
substitutes often is mere speculation. In 
conserving the wasting and irreplaceable 
resources, estimates must be made; but 
many unknown factors both favorable and 
unfavorable are always present and must 
be taken into consideration. 


CONCLUSIONS 


Accounting and social economics deal 
with concepts which may be somewhat 
alike, but are not much alike. Some use of 
common terms has tended to confuse im- 
portant differences. The differences are 
generally more impressive than the similar- 
ities. Both deal with the concepts of value 
of property and income and hence of econ- 
omy in some sense. The accountant, who 
works in a predominantly competitive 
economy, has access to techniques of 
measurement which are not equally avail- 
able to the social economist. Great danger 
arises from the assumption that one can 
go from specific concepts used by the ac- 
countant of a firm to similar concepts for 
a total economy. 

Property value in any form which can 
be liquidated, i.e., converted in a market, 
has definite significance to the individual 
owner or firm. Productivity in any sense 
other than enhancement in marketable 
value has little significance for the indi- 
vidual or firm. On enhancement of market 
value depends his or the firm’s money in- 
come. In a social economy only the crea- 
tion of a consumable product is productive. 
This is true if we designate as production 
the creation of assets to be used in subse- 
quent production and then adjust for 
double counting. 

The accountant recognizes “apprecia- 
tion” whenever converted by means of a 
business transaction to a different form 
(such as cash). The transaction device is 
basic to nearly everything the accountant 
does. Yet from the standpoint of a total 
economy the transaction is either arti- 
ficial or has significance not relevant to the 
accountant’s problem. The transaction in a 
total economy is a means merely of creat- 
ing ownership increments of value as com- 
pared with other forms of “utility,” but 
not a means of measuring productivity. 
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Since from the viewpoint of a total econ- 
omy every sale is matched by a purchase 
and every cost or outpayment is matched 
by a receipt or inpayment, it should be 
clear that the attempt to apply familiar 
accounting techniques to similar problems 
with regard to national income will be 
grossly misleading. 

The accounting concept of cost will not 
suffice for the economist any more than 
the accounting concept of income will suf- 
fice. Accounting cost is basically reducible 
to a money payment. But from the view- 
point of the total economy this payment 
is revenue and a basis for money income as 
well as a basis for cost. And the payment 
and the receipt are always equal. 

The accountant, who represents the 
viewpoint of a particular enterprise, has 
gone far in developing adequate basic 
concepts of analysis; he has also out- 
stripped the economist as regards tech- 
niques of measurement. Relevant concepts 
and techniques of measurement must be 
mutually consistent or even inseparable 
parts of one whole. Economists can hardly 
assert that their concept of national in- 


come is significant unless the concept can 
be measured. Volumes have been written 
on the subject of national income while 
taking it for granted that measurement is 
merely a matter of working out a few sub- 
ordinate details. Often an economist as- 
sumes that an accountant who also has 
some mastery of present economic theory 
can do the measuring task. This is far 
from the truth. With so much interest in 
the question of national income it is well 
to hesitate until more adequate ponder- 
able concepts are formulated. Otherwise 
national income is likely to be only a 
catchword which impels action in favor of 
this or that pressure group although it 
offers no real solution to economic ills. 

Accounting alone rarely supplies man- 
agement with the required knowledge for 
allocating the resources of a firm in the 
most desirable manner. Nor does it aid 
the individual much in making the wisest 
choices in consumption. Can any account- 
ing techniques be relied upon to assist 
greatly in the tremendous problem of allo- 
cating the total resources of a relatively 
large exchange economy? 


ACCOUNTING FOR THE DAIRY 
PRODUCTS INDUSTRY 


RoBERT S. COOPER 


bovine with great qualities. The 

application of these qualities to 
mankind’s vital needs is the cause of many 
severe headaches. 

Twenty-five years ago the milk from a 
cow would arrive at the consumer’s door- 
step about twelve hours (sometimes three 
or four hours) after milking time. Today 
this interval is much longer. The entre- 
preneur plays a much larger part in the 
dairy business than formerly. In fact, the 
processing distributor is almost a monopo- 


N tevin has endowed the simple 


list in the large metropolitan areas. 

It is estimated that sales of fluid milk 
in Baltimore are 98} per cent pasteurized 
and 1} per cent raw milk. The bringing of 
raw milk from western Maryland, and 
even from Pennsylvania, to Baltimore, 
and subsequent pasteurization and dis- 
tribution present many problems of opera- 
tion. In ensuing paragraphs I will en- 
deavor to show how the raw product is 
accounted for the whole way from the 
farm to the consuimer’s doorstep. 

It should be stated that accounting 
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technique in the dairy industry has kept 
pace with technological advances and the 
transition from the horse and wagon to 
the paneled milk truck. In the heyday of 
the farmer-distributor no complicated ac- 
counting problems were encountered. 
Monthly receipts could be set off against 
comparatively few expense items. The 
farmer did not think in terms of deprecia- 
tion, reserves for bad debts, or obsoles- 
cence. 

Accounting was confined to the simple 
problem of income and outgo. Regulations 
were few and licenses were nil. In 1920, 
about twenty-five small dairies served the 
city of Annapolis, population 10,000, and 
the dairymen would often take their com- 
petitors’ bottles. These were generally un- 
marked, and one dairy could use another’s 
containers. There were no such things as 
dated caps, standard butterfats, or homog- 
enized milk in the commercial sense. 

Milk sold from fifteen to eighteen cents 
a quart during World War I, and at those 
prices few dairies made money. It may 
reasonably be asked how the large dis- 
tributor makes money today at eleven to 
thirteen cents a quart. 

The answer is that the dairies do not 
make much money at that price. Several 
years ago one of the two large nationwide 
dairy companies said that its profit on 
milk sales was less than one per cent, or 
about one-tenth of a cent a quart. Under 
such circumstances, it is obvious that ex- 
tremely careful accounting control must 
be maintained to enable the dairy to make 
a profit. Inasmuch as it is no secret that 
the farmer obtains from five to six cents 
a quart for his milk, the layman may 
wonder why the distributor makes such 
a small profit when the spread between the 
purchase price of raw milk and the pas- 
teurized product is six to seven cents a 
quart. 

No attempt will be made to give de- 
tailed percentage figures of operating re- 
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ceipts and costs, but a résumé of account- 
ing problems on ensuing pages should indi- 
cate that neither the farmer-producer nor 
the dealer-distributor is making an exces- 
sive profit at the expense of the consumer, 

Except for pasteurization and bottling, 
raw milk does not change form after milk- 
ing. Aluminum goes through many proc- 
esses before it reaches the shape of a cook- 
ing utensil. Retail milk sells from five to 
seven cents a pound whereas aluminum 
reaches the housewife at a price of close to 
sixty cents a pound. It will be argued that 
a daily commodity costing six cents a 
pound is far more expensive than a kitchen 
utensil costing ten times as much and 
which may be used for months, even years. 


CHART OF ACCOUNTS 


Each dairy has its own problems and 
peculiarities. There are no hard and fast 
rules that govern dairy accounting, but the 
principles for the major dairies are the 
same. 

There are three main divisions of ex- 
pense; all are very closely related, but each 
is so vitally important that separate treat- 
ment here is necessary to enable the 
reader to understand clearly the ramifica- 
tions of the dairy industry. 

These three divisions of expense are as 
follows: 

Milk production 


Milk containers 
Milk distribution 


The items of expense which make up 
each division will vary in different dairies 
becuase the class of business engaged in 
will vary. Systems of internal control are 
planned according to the needs of a com- 
pany. Some organizations have relatively 
little book work, but maintain close 
scrutiny over the drivers through the 
route foreman. 

However, there are certain important 
records which will be maintained by 
every well-run dairy. Although they may 
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not appear on the general books, these 
records are of vital importance in enabling 
the management to determine the effi- 
ciency of operations. 


MILK PRODUCTION 


As in every manufacturing enterprise, 
the first step of operations is production. 
The following chart indicates the items of 
expense which will be found in a typical 
dairy. 


CHART OF PRODUCTION EXPENSES 


Cost of goods sold 
Cost of material 

Raw milk 
Cream 
Sour cream 
Cottage cheese 
Choc-au-lait 
Orangeade 
Butter 
Bakery 
Eggs 


Production expense 
Direct wages 
Bottle caps 
Ice 
Repairs to machinery 
Depreciation on milk machinery © 
Laboratory expense 
Licenses 
Cleansers 
Uniforms and laundry 
Power 
Auto expense 
Miscellaneous 
Cans washed (credit) 
Hauling (credit) 

Total Cost of Goods Sold 


The largest single item of expense will be 
the cost of raw milk and other products 
sold. How is the product accounted for? 

Milk is obtained in three ways. It is 
brought in by the dairy from many farms, 
individual farmers bring in their own milk, 
or a trucking concern delivers it, charging 
the shipper so much a gallon for delivery. 

Control of incoming milk is highly im- 
portant. Each shipper has tags on his milk 
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cans. When they are received on the plat- 
form, the temperature of the milk is taken 
and each can is weighed. A record is made 
on the tag of the weight and temperature. 
Each day the daily receipts are posted on a 
long sheet which bears the names of all the 
shippers and has columns for cans, gallons, 
pounds, temperature and space for re- 
marks. 

Some dairies will pay on a gallonage 
basis. However, most of the large associa- 
tions compute farmers’ checks on a pound- 
age basis. Temperature is important; from 
this record the production department 
knows whether to visit farms to check on 
cooling methods and to take necessary 
steps to see that proper temperatures are 
maintained. The number of cans is impor- 
tant because this figure is needed by the 
accounting department to determine how 
much to deduct from the farmer’s check 
for can-washing. Similarly, the remarks 
column is necessary. Information in this 
column is transferred to the shipper’s own 
settlement sheet. 

Throughout the years an intricate sys- 
tem of production and price control has 
been established. In Baltimore most of the 
leading producers purchase milk through 
the Maryland Milk Producers Coopera- 
tive, Inc. This cooperative is the inter- 
mediary between the distributor and the 
farmer. An individual farmer will have a 
basic allocation: so much first-class milk at 
top price, so much for second-class (usually 
a fixed percentage of first-class milk), and 
the rest at a surplus price. 

Milk is paid for on a butterfat basis. The 
farmer who delivers 4.5 per cent butterfat 
milk will receive more than the shipper 
with 3.8 per cent milk. 

Who establishes the butterfat content? 
Obviously, neither the farmer nor the dis- 
tributor, although each can make his own 
tests. As a matter of fact the distributor 
usually makes daily laboratory tests for his 
satisfaction, but it is the usual practice for 
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an independent dairy laboratory to take 
samples of each farmer’s milk. This may be 
done three or more times a month. The 
dairy laboratory will take an average of 
these tests which it will furnish to the 
dealer to use as a basis for paying the 
farmer. 

There are different types of settlement 
sheets, but a sample of one in use is shown 
below. 

At the end of the month the total pounds 
on the thirty-one daily receipt sheets are 
checked to see that they agree with the 
totals on the individual shippers’ sheets. 

An original and a duplicate of the settle- 
ment sheets are made. The original goes to 
the farmer with his check, and the copy is 
kept for office records. The farmer can 
check his sheet against daily deliveries to 
establish the correctness of the distribu- 
tor’s calculations. Likewise, he can look in 
the remarks column and see how much has 
been deducted for cleansers, parchment pa- 
per can seals, or other supplies bought from 
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the dairy. He can check butterfat tests 
from copies of the dairy laboratory’s tests 
on file with the local dairymen’s association 
or cooperative. 

The dealer pays the farmer once a month, 
usually on the fifteenth of the month, for 
all milk purchased during the preceding 
calendar month. 

The office copies of the shippers’ sheets 
are summarized, and a journal entry is 
made as follows: 


dr. Milk production 
Milk purchased (cost ledger) 
Cr. Milk production 
Hauling (cost ledger) 
Cans washed (cost ledger) 
Due to shippers 
Due to association 
Advances for freight, new equipment, 
etc. 


Deductions for hauling and cans washed 
serve to reduce total cost of milk produc- 
tion. Cleansers, parchment paper, etc., are 
sold to farmers at cost, and appropriate 


HAPPY COWS DAIRY—SETTLEMENT SHEET 


In account with—T.Q. Wells 


For Standard Milk 


Month Ending—May 31, 1941 


No. of Cans 
Returned Freight 
Unfi on Return Freight 
Date Manifested _for Use Received Pounds Milk Advanced Remarks 
1 
2 
3 to 31, incl. 
Test % CWT. Amount 
Total: ..... $ 
DEDUCTIONS 
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credit entries are made to inventory ac- 
counts for these supplies. 

When the shippers and association dues 
are paid, the appropriate accounts are 
charged in the voucher record. 


PRODUCTION REPORT 


It is a relatively easy matter to account 
for milk purchased. The problem is to ac- 
count for the milk after it has gone through 
the plant. The management wants to know 
how efficient the plant is in handling the 
commodity. Unlike iron ore, wheat, or 
other raw materials, milk cannot be stored 
for months. From the plant standpoint, 
milk must be used every day, seven days a 
week. 

Instead of thinking in terms of gallons of 
milk, pints of cream, or pounds of butter, 
at the plant “units” are used. The stand- 
ard unit is one quart of milk. Unit values 
are established for other products: ten 
units to a quart of 40 per cent cream, five 
units to a pound of butter, five units to a 
quart of 20 per cent cream, etc. 

Each day the raw milk is received it is 
converted into units on a plant production 
report and, after the day’s run of milk is 
made, the resulting output is converted 
into units and compared with receipts. At 
the end of the month the production report 
is summarized and checked by the account- 
ing department to determine the efficiency 
of the plant. This might be summarized as 
follows: 


RECEIPTS Units 

220,000 

PRODUCTION 

120,000 quarts milk............ 120,000 
,000 
60,000 half pints milk................... 15,000 
20,000 quarts choc-au-lait............... 20,000 


40,000 half pints choc-au-lait............ 
20,000 half pints table (20%) cream...... 
5,000 half pints (40%) cream........... 
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Although no formal record is made on 
the general books, this figure is the first 
one the management will want after the 
first of the month. If kept accurately it is 
an important aid to the production man- 
ager in keeping plant losses to a minimum. 

When the milk is turned over to the plat- 
form, the production department obtains a 
receipt. These output receipts are totaled 
at the end of the month and converted into 
units in order to compute plant shortage. 
Obviously total plant production less out- 
put to the platform should equal closing 
inventory. The difference between book in- 
ventory and physical inventory represents 
plant loss. 

MILK CONTAINERS 


The second important item in the milk 
industry is container expense. Although it 
is overshadowed by both milk production 
and milk distribution, it is the least con- 
trollable item of expense. As a matter of 
fact, most dairies account for bottle ex- 
pense on a combined physical- and book- 
inventory basis. 

The question of containers is very well 
summed up in the following paragraphs: 


“Milk bottles, bread baskets, ice cream con- 
tainers, barrels of all kinds, boxes, kegs, and sacks 
are examples of containers which are used in many 
industries almost exclusively in the distribution 
of their products. One organization will classify 
boxes, barrels, and bottles as a fixed asset and 
establish a depreciation reserve for recovering 
their cost. Another organization, using the same 
type of container in the distribution of its prod- 
ucts, will charge the cost of these items to operat- 
ing expenses and carry the inventory on hand at 
the end of the accounting period as a deferred item 
in a packing supplies account... . 

“However, some containers, such as milk 
bottles, are returnable at the option of the cus- 
tomer. No charge is made the customer for the 
bottle, but it is customary on the part of the 
purchaser to exchange an empty bottle for a filled 
one when the dairyman makes his daily call. 
Again, if the milk is purchased at a retail outlet, 
the retailer finds it necessary to charge the cus- 
tomer for the container, the return of which will 
obligate the merchant to refund the amount 
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charged for the bottle. This is also true of soft 
drink bottles. ... 

“The valuation of the containers account also 
presents a difficult problem. For example, it is 
almost impossible to take a physical inventory of 
the asset account in the retail milk industry. Al- 
though the bottles remaining in the inventory 
supply room can be easily determined, counting 
the number of returnable bottles in the hands of 
customers is impractical. As a result, the in- 
ventory costs of containers in the hands of the 
customers and likely to be returned are estimated. 
This method of estimating inventory costs is 
based on past experience and good judgment. A 
liberal allowance for depreciation and losses must 
must always be taken into account.”* 


The actual method of computing bottle 
inventory by a number of dairies is as fol- 
lows: 


Empty bottles in store room.............-- at cost 
Filled Cost 
Three times filled bottles estimated to be in 
customers’ hands. ... 000000200: at cost 
Result equals bottle inventory............. at cost 


There is a fallacy in this method. If out- 
put is normal the resulting bottle expense 
will be fairly stable, with due allowance 
made for the day on which the month ends. 
Saturday and Sunday are notoriously poor 
bottle-collection days, and a month ending 
on either of them will result in a low bottle 
inventory on hand. 

However, take an extreme case. A dairy 
normally sold 1,000 half pints of milk daily. 
It had 1,500 empty bottles on hand, 1,000 
filled bottles, and 3,000 assumed to be in 
the hands of the public. This made a total 
inventory of 5,500 bottles. It received a 
contract for 10,000 half pints daily, start- 
ing on the first day of the month. Actually, 
it filled 10,000 half pints on the thirty-first 
of the month for use on the next day. Using 
the standard formula, it inventoried 30,000 
in hands of customers, whereas it normally 
would have about 3,000 with customers. 
This is a distortion of accounting facts, and 


1 Harold G. Avery, “Accounting for Tools, Con- 
tainers, Furniture and Fixtures, and Other Equipment.” 
Journal of Accountancy, May, 1941, pp. 428, 429. 


obviously allowances should be made for 
such cases. 

Retail customers are not charged for 
bottles in practice. Actually, the driver js 
charged for the bottle at one cent. If he 
delivers one hundred quarts of milk daily, 
his customers will be charged $13, but he 
will be charged $14 on his settlement sheet, 
If he turns in ninety bottles he gets ninety 
cents credit, and is ten cents out of pocket 
for lost bottles. 

On the milk-sales analysis, sales are 
shown to include the cent deposit on bot- 
tles. However, on the drivers’ control sheet 
all bottles returned are deducted from 
sales. Next, total bottles charged to drivers 
are added and deducted from total re- 
turns. The difference is then credited to 
or debited to sales as the case may be. 

Let us assume results for bottle charges 
and returns as follows: 


Total bottles charged............. 500 ,000-$5 ,000 

Total bottles returned............. 472,000- 4,720 

Excess charged over returned. ..... 28,000-$ 280 
A journal entry will be made: 

Inventory bottles............... 


To credit inventory bottles with ex- 
cess of bottles charged to routes over 
those returned 


Sales milk had been credited with bottle 
deposit in the beginning, and had been 
charged with $4,720 for bottles returned, 
through the milk-sales analysis and driv- 
ers’ control sheets. Therefore the above 
entry is made to eliminate from milk sales 
all bottles charged. 

Whereas actual bottle expense is com- 
puted monthly, cans and cases are inven- 
toried once yearly. Monthly purchases are 
charged to a budgeted account. Cans-and- 
cases expense is computed each month as a 
percentage of sales. 

A journal entry is made: 


dr. Milk container expense 
Cans & cases (cost ledger) 
cr. Budgeted expense cans & cases 
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At the end of the year, the net debit or 
credit balance in the budgeted expense ac- 
count is reflected as a debit or credit to 
milk-container expense. Similarly, the in- 
crease or decrease in inventory is reflected 
in an addition to or deduction from milk- 
container expense. 


MILK DISTRIBUTION 


Although the largest element of expense 
in a quart bottle is milk production, the 
expense of distribution is becoming in- 
creasingly important. The following com- 
ments are of interest in connection with a 
discussion of distribution accounting: 

“The great new frontier for accounting lies in 
accounting for distribution costs. This field re- 
quires, however, not only an understanding of the 
principles of accounting but also an appreciation 
of the range of activities carried on for the purpose 
of marketing goods and services. .. . 

“The need for greater cooperation has become 
increasingly acute. Surveys of distribution have 
shown it to absorb a tremendous proportion of 
our total income. Already these costs far exceed 
the costs of manufacturing in the United States, 
and charges of waste and inefficiency are leveled 
at marketing agencies from all sides. . . .”” 


Milk-distribution expenses embrace all 
those from the platform to the consumer’s 
doorstep. Selling expense, which is the cost 
of obtaining new customers, is charged to 
distribution expense. But distribution ex- 
pense involves far more factors than selling 
expense. 

‘Lhe chart below shows items of milk- 
distribution expense. 


CHART OF DISTRIBUTION EXPENSES 


Direct wages 

Auto expense 

Ice 

Uniforms and laundry 
Miscellaneous 

Selling 


? Donald R. Longman, “Distribution Costs—A New 
Frontier for Accounting.” Journal of Accountancy, Sep- 
tember, 1940, p. 232. 
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Direct wages are the largest item of ex- 
pense in milk distribution. These are the 
wages paid to route delivery men and 
route foremen, and to special-delivery driv- 
ers. The method of payment varies in dif- 
ferent dairies, but regular route men are 
paid on a commission basis according to 
collections. The accounting department 
must keep an accurate record of each driv- 
er’s daily transactions in order to compute 
his weekly pay as well as to make deduc- 
tions for shortages which may occur. 

In milk-distribution accounting, there 
are two important records which are kept 
by every dairy of any size. The form and 
content of' these records may vary consid- 
erably, but they are integral and vital 
parts of the accounting records. These are 
the driver’s daily ‘‘settlement”’ sheet, and 
the driver’s monthly ‘‘control’’ sheet. 

The settlement sheet is similar to a fan- 
fold sheet, and consists of an original and 
two copies carbonized so that the delivery 
man can make a triplicate record of his de- 
liveries in one operation. This record is 
about seventeen inches wide when un- 
folded, eight inches wide folded. Actually, 
there is a three-inch extension on the third 
copy, this extension being used by the 
driver for computation of his retail and 
wholesale sales both in units and dollar 
amounts. The form referred to is widely 
used by a number of dairies on a so-called 
“pegboard.” There is a row of punched 
holes at the top of these sheets which can 
be fitted over metal pegs on a metal board. 
Thirty of these sheets may be spread over 
a pegboard at one operation and, with a 
competent operator using a comptometer, 
sales broken down by different products 
may be figured in less than an hour for 
twenty to thirty routes. 

There are simpler settlement sheets in 
use, but even more complicated ones are 
used in connection with tabulating ma- 
chines. Tabulating machines do not have 
so wide an application to dairy accounting 
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as they do to other industries, because the 
rental is relatively high and because of the 
peculiar nature of milk accounting. 

Since the ‘“pegboard”’ settlement sheet 
is widely used, a discussion of its use will 
at least acquaint the reader with methods 
of milk-delivery control. 

The top sheet is the driver’s requisition. 
The driver estimates how much milk, 
cream, orangeade, etc., he will deliver to 
his customers the next day, and puts these 
amounts on his settlement sheet in pencil. 
These figures are put in a column headed 
“first load.” 

The entire settlement sheet is turned 
over to the platform superintendent, who 
sees that cases are filled with necessary 
quantities for each driver by the time he 
leaves early in the morning. To supply ex- 
tra orders, each driver tries to take a little 
more milk than he needs. Sometimes he 
takes too little, and it is necessary to return 
for more milk. There is a column on his 
requisition sheet for “second load.” After 
his deliveries have been made he checks in 
all milk not used to the platform clerk. He 
obtains credit for this in a “return” col- 
umn on his sheet. The platform clerk 
counts all empty bottles returned and 
makes a notation on the bottom of the set- 
lement sheet. All of these entries made by 
the platform clerk are in triplicate. 

The platform clerk then tears off the 
“requisition” and “load record” sheets, 
and turns over the “settlement” sheet part 
to the driver. The platform clerk keeps the 
requisition” copy, entering it on a plat- 
form production sheet. After he has en- 
tered all drivers’ requisition sheets on the 
platform production sheet, the platform 
sheet is added. It will be remembered that 
earlier in the day the milk-production de- 
partment turned over to the platform milk 
for which it obtained receipts. At the end 
of the day, when all deliveries have been 
made and when the platform production 
sheet has been added, a physical count of 


all milk in the platform storeroom is made. 
The physical inventory is listed under the 
total platform issuance to drivers. This 
sheet is then sent to the accounting de- 
partment. 

The accounting department computes 
the platform shortage by adding the open- 
ing inventory to receipts from the milk- 
production department. It then deducts 
platform issuances to drivers, and arrives 
at a book inventory. If book-inventory fig- 
ures are greater than physical inventory 
the platform is short. This article is not 
concerned with any auditing problems, but 
the daily production check for both the 
milk production department and the plat- 
form is a vital factor in determining the 
efficiency of these departments and also in 
preventing collusion between the platform 
and drivers, or between the plant and the 
platform. 

The “load record” sheet referred to 
above is used by the accounting depart- 
ment in checking entries by the platform 
clerk to the platform report. Entries made 
in entering to the platform sheet from the 
“requisition” sheet are corrected. 

After the driver has checked in he fills 
out his “settlement” sheet. Attached to 
the unit-delivery record of the settlement 
sheet is a narrow strip entitled “sales.” 
Here the total units sold are broken down 
into “wholesale” and “retail” units. The 
driver multiplies the number of units by 
unit prices to obtain dollar sales for each 
item. These individual dollar sales are 
added to find dollar sales for the day. The 
total figure is placed at the bottom of the 
report. 

On the reverse side of the report there is 
a printed form for the driver’s cash turned 
in, and for a record of his daily settlement. 
The cash turn-in section consists of lines 
rulec off on which the driver lists his 
checks, bills, half-dollars, quarters, dimes, 
nickels, and pennies. He adds his total cash 
and enters the figure on the bottom line. 
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Accounting for the Dairy Products Industry 


In a section below, headed “daily settle- 
ment,” the driver makes a recapitulation of 
his daily transactions. This section would 
appear on a typical report as follows: 


DEsBitTs 
Total sales today (see other side)........... 95 
Transfers from route No. 9................ 3 

CREDITS 
Authorized allowances (Mrs. Jones)......... 1 
to route No. 6.................:. 2 
Wholesale allowances....................-. 6 
+ 


A word of explanation is in order regard- 
ing each item. The opening balance is the 
theoretical balance of all customers’ ac- 
counts in the driver’s book. Total sales is 
the sum shown on the front part of the set- 
tlement sheet. These sales are posted to 
customers’ accounts. Transfers result when 
a customer on another route moves to the 
territory served by the driver. The balance 
on the former route is transferred. 

With respect to credits, no explanation 
is needed regarding cash turned in. Au- 
thorized allowances are usually made for 
customers’ complaints: milk not received, 
sour cream, etc. Transfers to another route 
result from a customer’s leaving the terri- 
tory served by the driver. Wholesale al- 
lowances are special discounts to quantity 
purchasers. Other credits are for bottles 
returned. 

Closing balance is the theoretical bal- 
ance of all customers’ accounts at the end 
of the day. As a practical fact, the balance 
of customers’ accounts in the book seldom 
agrees with the balance on the settlement 
sheet. The driver is either “short” or 
“over.” If his book is “short,” that is, the 
balances of customers’ accounts are less 
than the figure on the control sheet, an 
amount necessary to balance this shortage 


is taken from the driver’s pay, and is 
credited against the balance of accounts on 
the “settlement sheet.” 

The shortage or overage is ascertained 
by running an adding machine tape of all 
balances in the driver’s book once a week, 
and comparing with the control balance on 
the settlement sheet as of that day. The 
shortage may be computed any day in the 
week, and it is customary for a tape to be 
taken when a relief driver goes on the route 
so that he may be held accountable for any 
shortage occurring when he is serving the 
route. 

The driver’s settlement sheets are checked 
by the accounting department. A clerk 
takes all the settlement sheets for each 
day, adds all unit sales for each com- 
modity, and computes the dollar sales for 
each commodity. Similarly, the totals for 
all routes are entered on a monthly “sales 
analysis” record each day. At the end of 
the month the units are all added and 
multiplied by unit values, and total sales 
for the month are computed. 

Reference has been made to the driver’s 
control sheet. This is simply a monthly re- 
capitulation of all the daily settlement 
sheets. Each day the transactions recorded 
on the back of the settlement sheet are 
posted to a control sheet for each route. 
At the end of the month, all of the columns 
in the control sheet are added. The routes 
are then listed on a master control sheet. 
The results of this sheet are added, and the 
final figures will show the balance of ac- 
counts at the beginning of the month, total 
sales charged to routes for the month and 
other charges, total credits for cash and 
allowances, and closing balances of cus- 
tomers’ accounts. 


SUMMARY 


Space does not permit discussion of the 
many idiosyncrasies developed in account- 
ing for milk production and distribution. 
It is sufficient to say that accurate records 
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must be maintained not only for guidance 
of dairy officials, but for health department 
authorities, Federal government agencies, 
and for farmers’ associations. 

There are service departments in the 
dairy industry whose activities are inte- 
grated with those of the main operating de- 
partments. These are power, selling, auto 
and truck, credit and collection, and gen- 
eral administrative expenses. It has been 
mentioned that selling is a part of milk 
distribution. Auto and truck expenses are 
kept separately, and prorated to milk 
production, milk distribution, selling, col- 
lection, and general administrative func- 
tions. 

The amount of credit and collection 
effort will depend largely upon the terri- 
tory and character of customers served. 
Likewise, general administrative expenses 
will show a great variance. Some dairies 
will have a great deal of bookwork due to 
the nature of business conducted. On the 
other hand, there are dairies which cater 
solely to retail trade, have virtually no 
“special deliveries,” and do not have any 
cut prices. Their accounting records are 
held to a minimum. 

Accounting detail grows in proportion to 
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the amount of wholesale business served: 
e.g., chain stores, hamburger stands, goy- 
ernment reservations, large cafeterias, 
schools, etc., which require special bills. 

It is not possible, therefore, to discuss in 
general terms accounting for the service 
departments of the dairy industry. 

Accounting for depreciation of equip- 
ment, machinery; and trucks likewise is a 
topic about which a separate article could 
be written. There is one thing certain 
about depreciation accounting in the dairy 
industry: It is seldom too conservative. 
Obsolescence of equipment and machinery 
is a factor which holds dairy profits to a 
minimum. 

The milk industry is subject to as many 
whims of the human mind as the silk- 
stocking trade. Dacro caps, cellophane 
hoods, welded wire seals, cream-top bot- 
tles, light-weight bottles, and paper con- 
tainers are innovations of the last decade. 
They are primarily “business getters,” 
and, frankly, have had little to do with 
improving the quality of the products. 

It can be truthfully said about account- 
ing for the dairy industry that although 
the hours are long and the toil sometimes 
irksome, there is never a dull moment. 


Important announcement inside back cover. 


A. 
0. 
A. 
Q 


ORIGINAL COST AS A RATE BASE” 


James C. BONBRIGHT 


Q. Are you generally familiar with the 
issues in the present case and with the 
record so far made before this Com- 
mission? 

A. Yes, I have given much study to the 
present case, and to the problems of 
rate-making which it involves, as well 
as to the general status of the Company 
as revealed in the record. I have not 
had an opportunity to read the entire 
record, but I have read many portions 
and studied many of the exhibits. 

Q. Specifically, have you read and studied 
the portions of the record in this case 
relating to the amount which the Com- 
pany in its original cost study has class- 
ified in Account 100.5 and relating to 
the financial history of the Company 
and its predecessors prior to 1911? 

A. Yes, I have read the Commission’s 
opinion in the general rate case, de- 
cided in 1913, as well as its later opin- 
ion in the 1923 case. I have read from 
People’s Counsel Exhibit No. 1 the 
Company’s explanation of the amount 
which it has classified in its original cost 
study in Account 100.5. I have read 
the recent annual reports of the Com- 
pany to its stockholders. I have read 
and studied the testimony given by Mr. 
Holland, and the exhibits which were 
offered in evidence during the course of 
that testimony, relative to the amount 
of capital investment. 

Q. Specifically, People’s Counsel Exhibit 
No. 11 and Mr. Wagner’s letter to the 
Public Service Commission, dated 
December 12, 1911? 


* Part of the direct testimony of Professor James C. 
Bonbright before the Public Service Commission of 
Maryland, on April 3, 1945, in a case involving the rates 
of Consolidated Gas, Electric Light & Power Company 
of Baltimore, taken from ihe public record of the Com- 
mission. 


A. 


OY 


Yes, as well as People’s Counsel Ex- 
hibit No. 13; also Consolidated Com- 
pany Exhibits Nos. 82 and 83, which 
the Company filed in the 1911 case and 
which I understand were incorporated 
by reference as part of the present re- 
cord. 


. I believe you have also read the testi- 


mony of Dr. Paton? 


. Yes. 
. As a result of your study of this case, 


are you now prepared to express an 
opinion, from the standpoint of a spe- 
cialist in public utility economics, as to 
what would constitute a reasonable 
rate base to be used in the determina- 
tion of the Consolidated Company’s 
electric rates? In asking this question, 
I would like to make it plain I am call- 
ing for no expression of opinion on the 
peculiar statute law of Maryland 
since that is a point to be argued by 
lawyers and not by expert witnesses. 
Instead, the question calls for an opin- 
ion on a sound rate base from the stand- 
point of the economics of public utility 
regulation and under the assumption 
that the Maryland law would permit 
the Commission to adopt such a rate 
base. 


. Yes, I have reached an opinion as to 


the general nature or measure of such a 
rate base, although not as to the precise 
figure in terms of dollars. 


. What, then, in your opinion, would 


constitute an appropriate measure of 
this rate base? 


. Broadly speaking, in my opinion, the 


rate base should be measured by the 
recorded or estimated original cost of 
the electrical utility properties minus a 
reasonable deduction for depreciation 
and plus whatever is an appropriate al- 
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lowance for working capital, including 
materials and supplies. 

. Are you aware of a contention that the 
book figures of the Company’s utility 
plant and equipment are materially in 
excess of original cost? 

. Yes, I understand that there isa claimed 
excess of some $20,000,000 with re- 
spect to the entire utility properties, of 
which somewhat over $7,000,000 is as- 
cribed to the electric properties. 

. To the extent that the Company’s pres- 
ent book figures are found to exceed 
original costs, do you believe this excess 
should be included in the rate base, in 
whole or in part? 

. No—with one qualification. If any part 
of the excess could be shown to consti- 
tute a valid item in the acquisition ad- 
justment account, there would then 
arise a serious question as to the proper 
treatment of such an item for rate-mak- 
ing purposes. However, so far as I can 
judge from the relevant portions of the 
record in this case, any excess in the 
Company’s book figures over the orig- 
inal costs of its utility properties is not 
of this character. 

. In supporting the use of original cost as 
the primary measure of the Company’s 
rate base, are you accepting the so- 
called prudent investment principle of 
rate-making? 

. Yes, although, in this instance, I doubt 
whether the acceptance of a rate base 
derived from original cost is inconsist- 
ent with the alternative “fair value” 
principle as construed under the tradi- 
tion of Smyth v. Ames. 

. Let me return later to the question 
whether in this instance the use of orig- 
inal cost can be accepted as a measure 
of fair value in the traditional sense of 
Smyth v. Ames. First, however, will you 
please explain the role that you assign 
to original cost under the “prudent in- 
vestment” principle? I ask you this 
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question particularly because some peo- 
ple have argued that, under the “pru- 
dent investment” principle, the rele- 
vant cost is the actual cost to the pres- 
ent accounting company, even when 
this company has acquired its proper- 
ties at a price in excess of original con- 
struction cost. 


. The role of original cost, when applied 


under the “prudent investment”’ prin- 
ciple, is to be found in the basic nature 
of this latter principle as distinguished 
from the so-called “fair value” stand- 
ard. The “fair value” standard under- 
takes to make the rate base depend on 
the value of the utility property at the 
time when the rates are being fixed, 
however much this value may deviate 
either from original construction cost or 
from actual cost to the present owner. 
The “prudent investment” standard, 
on the other hand, uses as its criterion 
not the value but rather the cost of the 
property devoted to the public service 
so long as this cost may be deemed to 
have been prudently incurred. 
Ordinarily, the relevant cost is the 
cost of constructing the properties used 
and useful in the public service, and 
this cost, save in a somewhat unusual 
case, means the same thing as the cost 
of the property when first devoted to 
the public service so long as this cost 
may be deemed to have been prudently 
incurred. In recent years, however, the 
point has been argued by public utility 
spokesmen and by some other writers 
that, whenever the property in question 
has been transferred to another com- 
pany at a price in excess of the orig- 
inal cost of the assets, this higher 
resale price should be substituted for 
original cost as the measure of the rate 
base under the “prudent investment” 
standard. The argument for the accept- 
ance of the later transfer price as a sub- 
stitute for original cost is made to rest 


Q 

q 
A 

A 

Q 


partly on assumed principles of ortho- 
dox accounting and partly on the 
ground that the rates of the present 
company should be regulated by refer- 
ence to the costs Incurred by this very 
company rather than by reference to 
the costs incurred by some previous 
company. 

The fallacy of this argument in favor 
of a rate base measured not by original 
cost but by subsequent purchase price 
should be apparent to anyone who un- 
derstands the basic philosophy of the 
“prudent investment”’ standard. Under 
this standard, consumers of public util- 
ity service compensate investors for 
building the plants, not just for buying 
them from other persons who have al- 
ready built them and who have already 
ready devoted them to the public serv- 
ice. Once these utility properties have 
been built and have been put into pub- 
lic service, investors who buy them 
later from their original owners are 
simply taking over these former own- 
ers’ claims to a return on the capital 
devoted to the public service. 

We have here essentially the same 
situation that applies when an investor 
buys in the open market some shares of 
stock in a public utility company. Such 
an investor may have bought this 
stock at a very low price, on the one 
hand, or at a very high price, on the 
other hand. In either case, moreover, 
the price that he paid may have been 
a rational or reasonable price in the 
light of then current expectations of 
earnings and dividends. Yet, this in- 
vestor could hardly adduce the high 
price that he may have paid for his 
stock as an argument for public utility 
rates designed to make the stock worth 
what he paid for it. On the other hand, 
a group of consumers would hardly be 
allowed to establish the low price 
which a stockholder paid for his stock 
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in support of a low rate base. 

The very nature of rate regulation 
precludes the adoption of the transfer 
price of a utility property, presented un- 
der the guise of actual cost to the pres- 
ent accounting company, as a proper 
measure of the rate base. This is so be- 
cause public utility properties are nec- 
essarily bought and sold at prices re- 
flecting the expectations of the buyers 
and sellers as to what the properties 
can be made to earn in the future. That 
is to say, utility enterprises, like other 
business enterprises, are sold and neces- 
sarily sold on the basis of capitalized 
expected earning power. But capital- 
ized earning power is the very thing 
which the Supreme Court and other 
courts have naturally and properly 
ruled out as a measure of a reasonable 
rate base even under the so-called “fair 
value” principle of rate-making. 

The unfairness—not to say the ab- 
surdity—of a rate base measured by 
the resale or transfer price of a utility 
plant rather than by the original con- 
struction cost of this plant has nowhere 
been better expressed than by Judge 
Learned Hand, speaking for the Cir- 
cuit Court of Appeals, Second Judicial 
Circuit, in The Niagara Falls Power 
Co. v. Federal Power Comm., 137 Fed. 
2nd, 787. With the permission of the 
Commission, I should like to quote sev- 
eral sentences from Judge Hand’s opin- 
ion, not as setting any law in the case 
because I am not concerned with the 
legal aspects, but merely because Judge 
Hand expresses the economic point 
that I have in mind more clearly than I 
could do it myself. Judge Hand said 
that, if the rate base were to be meas- 
ured by the purchase price to the pres- 
ent owner, ‘“‘the builder who does not 
sell is confined for his base to his orig- 
inal cost; he who sells can assure the 
buyer that he may use as a base what- 
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ever he pays in good faith. If the 
builder can persuade the buyer to pay 
more than the original cost, the differ- 
ence becomes part of the base and the 
public must pay rates computed upon 
the excess. Surely this is a most unde- 
sirable distinction.” 

Now, I conclude that, despite all at- 
tempts to ridicule an original-cost rate 
base by calling it “aboriginal cost,” or 
other funny names, such a rate base is 
required as a general rule by the logic 
of the prudent investment principle. I 
know that some critics of the original- 
cost standard have cited Justice Bran- 
deis as supporting the alternative 
standard of actual cost to the present 
accounting company. However, on a 
careful re-reading of Justice Brandeis’ 
famous concurring opinion in the South- 
western Bell Telephone case, in which 
he expressed his support for a pru- 
dent investment standard, I find no 
grounds for an argument that the Jus- 
tice was here identifying this principle 
with transfer price to the present com- 
pany rather than with original cost. On 
the contrary, the Justice used language 
which seemed to me pretty clearly to 
indicate that he was thinking about 
original construction cost. 


. Do you mean to imply that under the 


“prudent investment” principle, no ac- 
count should ever be taken of a pur- 
chase in excess of original cost? 


. No, I do not. My preceding statement 


in support of original cost as the meas- 
ure of the rate base is subject to one 
important qualification or exception. 
This exception applies to situations 
where a utility property has been ac- 
quired by new owners as a necessary 
step in improving the public service, by 
making a better, more efficient unit 
through the combination of existing 
utility properties. In such a case, if the 
new owner was compelled to pay more 


The Accounting Review 


than original cost in order to accom- 
plish this socially desirable objective, 
and if the public benefit resulting from 
the acquisition of the property is more 
than enough to oMet the public burden 
of the higher rate base, the inclusion in 
the rate base of the necessary purchase 
price seems to me to be in harmony 
with the “prudent investment’’ prin- 
ciple. Even here, however, in my opin- 
ion, the excess price should be amor- 
tized over a reasonable period of time 
instead of being allowed to stand as a 
perpetual burden on the rate payers. 

The qualification that I have just 
noted should not be allowed, however, 
to become an excuse for the routine in- 
clusion in the rate base of whatever 
price may have been paid for utility 
property by its present corporate own- 
er. There are at least three prerequisites 
of the allowance of the excess price in 
order to satisfy reasonable require- 
ments that the acquisition adjustment 
item should be included in the rate 
base. There must be adequate evi- 
dence: first, that the present owner was 
obliged to pay this excess price in order 
to get the property (This calls for a 
price on an arm’s-length transaction 
basis); second, that this price was paid 
in cash, or if not in cash then in prop- 
erty or securities valued strictly at their 
cash value; and third, that the pay- 
ment of the excess price was warranted 
from the public standpoint, and not 
merely from the standpoint of a good 
business transaction as between buyer 
and seller. 


. Would this qualification that you have 


just made to the original-cost measure 
of the rate base justify the inclusion in 
the rate base of any book values arising 
merely from a balance-sheet write-up 
in the nature of unrealized appreciation 
of asset values? 


A. Oh, no. Such write-ups do not repre- 
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Q. What circumstances have you in mind 


sent cost in any sense of the word. 
They are properly excluded from the 
rate base without regard to the ques- 
tion whether the relevant cost is orig- 
inal construction cost or subsequent 
purchase price. 


. Are you familiar with the various con- 


solidations of predecessor companies 
culminating in the final 1906 consolida- 
tion into the present Consolidated Gas, 
Electric Light and Power Company? 


. Yes, in a general way, as I have already 


testified, I think. 


. From your study of these consolida- 


tions, what do you understand to have 
been their effect on the amounts of 
outstanding securities and on the book 
values assigned by the new corpora- 
tions to the assets acquired from the 
old corporations? 


. I understand that these consolidations, 


taken together, resulted in an increase 
of almost ten million dollars in securi- 
ties representing no corresponding in- 
crease whatever in actual investment. 
I also understand that this increase in 
the par values of the outstanding se- 
curities was offset by an approximately 
corresponding increase or write-up of 
the book values of the properties ac- 
quired from the constituent companies. 


. In your opinion, would this increase or 


write-up of book values represent the 
type of increase that might properly be 
included in the present company’s rate 
base, on the ground that it represents 


a legitimate item in the acquisition- 


adjustment account? 


. No, not without far more convincing 


support for such a claim than I have 
been able as yet to find in the record of 
this case. The circumstances of these 
consolidations, as disclosed by those 
parts of the record that I have studied, 
seem to me to furnish persuasive evi- 
dence to the contrary. 


Original Cost as a Rate Base 


A. 
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in giving this answer? 

Two circumstances. In the first place, 
these consolidations appear to have 
been effected, mainly if not entirely, by 
an exchange of securities rather than 
by purchases for cash. In the second 
place, even if the transfers of corporate 
ownership effected by these exchanges 
of securities were to be treated like 
bona fide purchase and sale for the pur- 
pose of restating the book values of the 
acquired assets, the par values of the 
new securities issued in exchange for 
the old properties could not fairly be 
taken as measuring actual cash value 
and hence could not be taken as a meas- 
ure of the actual cost of the properties 
to the acquiring company. To put this 
second point more boldly, the stocks 
issued in connection with these consoli- 
dations appear to have been to a large 
extent watered stocks. 


. Will you now please explain what sig- 


nificance you attach to the fact that the 
various: consolidations were brought 
about chiefly, at least, by mere ex- 
changes of securities rather than by 
cash purchases? 


. My point is simply this, that since 


these consolidations were brought 
about by exchanges of stock rather than 
by cash purchases, they lacked the 
characteristic of an ordinary purchase 
and sale whereby a new owner takes 
over the properties while the old owner 
takes his cash and gets out. What we 
have here is a mere pooling of interests, 
in which each old stockholder surren- 
ders his stock in his separate company in 
exchange for stock in the enlarged new 
company. 

Whatever may be the conventional 
treatment of this type of transaction 
under the accounting of unregulated 
business, its significance for rate-mak- 
ing purposes should be obvious. In an 
ordinary cash purchase of a utility prop- 
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erty from former owners who have 
been able to exact a price in excess of 
original cost, the new owner can make 
the plausible argument that, unless he 
is granted a rate base higher than that 
which would be accorded to the very 
same property in the hands of the for- 
mer owners, his purchase would impose 
upon him a financial loss, and this is a 
potent argument for recognition of the 
excess acquisition adjustment cost 
wherever the purchase of the old prop- 
erty by the new owner at a price in 
excess of what would be the old owner’s 
rate base was required in the public 
interest. 

On the other hand, if the old owners 
of the properties, instead of selling out, 
have merely pooled their separate inter- 
ests, thus retaining as a group the same 
assets that they had before the con- 
solidation, they are hardly in a position 
to urge that they must receive an en- 
hanced rate base because of the price 
that they have been compelled to pay 
themselves in order to induce them- 
selves to consent to the merger. Indeed, 
in the light of the actual circumstances 
leading up to those particular consoli- 
dations now under review, it would 
seem probable that the transactions 
were of great benefit to the security 
holders even without reference to any 
claim for an enhanced rate base. 

I stress this distinction between an 
ordinary purchase and a pooling of 
interests with all the more confidence 
because it has recently been stressed in 
a public utility accounting case by so 
distinguished a jurist as Judge Learned 
Hand. In the same case to which I re- 
ferred a few moments ago, Judge Hand 
referred to the 1918 consolidation of 
properties into the present Niagara 
Falls Power Company that was a con- 
solidation brought about by a pooling 
of the interests of the Stetson group 
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controlling the old Niagara Falls 
Power Company and the Schoellkopf 
group controlling the old Hydraulic 
Company. In expressing the view that 
this consolidation did not constitute a 
purchase of properties in terms of the 
applicable system of accounts, which 
happened there to have been the Inter- 
state Commerce Commission accounts, 
Judge Hand said, ‘In short, while it 
may be tolerable to allow a buyer to 
capitalize the purchase price he may 
have paid even though that has been 
computed upon the assumed continuity 
of sales which were higher than they 
should have been, there is surely noth- 
ing to be said in favor of allowing two 
companies mutually to pool their inter- 
ests and from that time forward to 
treat as vested the values they happen 
then to have.” 


. Now, will you please discuss your sec- 


ond point, which as I understand is 
that even if these early consolidations 
were to be treated as if they involved a 
bona fide purchase of the old properties 
by the new corporation, still the par 
values of the securities issued in ex- 
change for the old securities could not 
be accepted as a measure of the actual 
cost of the acquired properties. 


. When a corporation acquires property 


in exchange for its own stock rather 
than for cash, the cost of the property 
to the acquiring company is usually 
measured by the estimated cash value 
of the stock that is issued by the acquir- 
ing company at the time when the ex- 
change is made. Sometimes the par 
value of this stock has been urged as a 
measure of its actual cash value, but 
never legitimately so, unless there is 
adequate evidence in support of such 
an assumption. 

In the consolidations leading up to 
the formation of the present company in 
1906, the record, unless I have missed 
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some relevant portion, fails to supply 
any evidence that the stocks issued in 
exchange for the old companies were 
actually worth their par values; the indi- 
cations seem to be quite to the contrary. 

Q. On what grounds do you conclude that 
the par values of the securities issued 
by the continuing corporations for the 
consolidated properties cannot be ac- 
cepted as a measure of actual cash 
values? 

A. On a number of grounds. Consider first 
the fact that these consolidations oc- 
curred in an era when stock watering 
was notoriously prevalent in railroad 
and utility financing. It was the gen- 
eral thing to do. In this financing, com- 
mon stock would frequently be issued 
as bonus stock or as representing good- 
will value or intangibles, and it would 
be justified not on the ground that it 
reflected actual market value at the 
time of the issue but merely on the 
ground that it reflected what the pro- 
moters hoped or believed the enterprise 
would some day grow up to be worth. 
No reasonable appraiser with a knowl- 
edge of the financial practices of those 
days would dare to rely on the par 
values of securities issued in consolida- 
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tions as reflecting either what proper- 
ties were worth or what the securities 
were worth at the time when the trans- 
action took place. 

Now consider, in the second place, 
that in consolidations like those in- 
volved in this case there are no parties 
to the transaction whose self-interest 
would have dictated the holding down 
of the total of new security issues to the 
minimum amounts necessary to effect 
the transaction. Even assuming com- 
plete arms’-length bargaining among 
the stockholders of the constituent 
companies, this bargaining operates 
only to determine the ratios of exchange 
as between old and new securities. No 
stockholder has any direct interest in 
limiting the total over-all capitaliza- 
tion of the new company. 

Consider, in the third place, the fact 
that the Consolidation Plan of 1906 
gave to the stockholders of the old 
companies the option of taking cash 
instead of common stock in the new 
company on the basis of a 60 per cent 
discount for the common stock, that is 
to say, the old stock holders had the 
option of taking $40 in cash instead of 
$100 par value of the new common. 


TESTING OBSOLESCENCE IN 
FIXED ASSETS 


Oscar S. 


IXED ASSETS are, in a sense, deferred 

charges to operations. It is from this 

viewpoint that they should be valued 
on the balance sheet of a “going concern.” 
Recently there has been a change in em- 
phasis on the part of accountants from the 
balance sheet to the income statement. In 
line with this change of emphasis, fixed 
assets should be given balance-sheet values 
in line with their efficiency as producing 
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agents. The efficiency of each fixed asset 
has to be determined by its comparison 
with other available assets that could be 
utilized to perform the same service. Thus, 
a machine whose periodic expenses of oper- 
ation, maintenance, financing and depre- 
ciation total $500.00 is more efficient than 
one whose periodic expenses total $600.00, 
assuming that both are capable of render- 
ing the same service in production. By the 
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same token, if the former machine is the 
most efficient available for the given pur- 
pose, then the latter, if already owned, 
should be carried on the books at a basis 
determined by the expense of using the 
more efficient asset, which usually is a 
value lower than that calculated by ordi- 
nary depreciation methods. 

A given fixed asset has the capacity to 
render a certain service in production. This 
service usually is rendered over a number 
of accounting periods. The service very 
often can be measured in units of produc- 
tion, as operations performed, tons pro- 
duced, or miles operated. Certain sacrifices 
are necessary on the part of the owner of a 
fixed asset if he is to use that asset in pro- 
duction. In fact, he foregoes the use of cer- 
tain funds when the asset is purchased. 
Those funds are tied up in a fixed invest- 
ment and eventually disappear entirely 
when the asset ceases to be of value for 
any useful purpose. In the meantime the 
owner also foregoes the interest he would 
receive periodically if the funds were in- 
vested in interest-bearing securities. In ad- 
dition, funds must be expended periodi- 
cally for maintenance expenses and operat- 
ing expenses, if the asset in question is to 
perform certain operations or turn out a 
certain product. 

The necessary sacrifices to obtain pro- 
duction from a given fixed asset, then, are 
as follows: 

a. Eventual loss of all or a part of the 
original outlay of funds for the purchase of 
the asset. This loss or expense ordinarily is 
called depreciation and is assumed to take 
place gradually as the asset is used in pro- 
duction. 

b. Interest on the funds tied up in the 
fixed asset. Since the original outlay of 
funds is assumed to be recovered through 
the sale of a product or service, the amount 
of interest is reduced periodically until it 
reaches zero at the end of the life of the 
asset, assuming that it has no scrap value. 
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The interest sacrifice is, then, the amount 
of interest period by period on the unde- 
preciated amount of the asset. 

c. The periodic expense of the mainte- 
nance of the asset in condition for efficient 
operation. 

d. The periodic expense of the operation 
of the asset as an agent of production. 

As indicated, these sacrifices are not all 
made simultaneously. The sacrifices of de- 
preciation and interest are made at the 
time of the purchase of the asset. The other 
sacrifices are made from day to day as re- 
pairs are made and as wages and other ex- 
penses of operation are incurred. It may be 
assumed without great error that mainte- 
nance and operation expenses are incurred 
periodically as of the end of each account- 
ing period. The longer the accounting pe- 
riod, the greater will be the error resulting 
from this assumption. 

The sacrifice of depreciation and interest 
having been made at the outset, an asset 
value is set up on the balance sheet. This 
amount is then a deferred charge to opera- 
tions and will be charged off periodically 
over the life of the asset. The asset amount 
is in reality the present worth of the peri- 
odic charges for depreciation and interest. 
An example will serve to clarify this state- 
ment. A fixed asset having an estimated 
life of three years and no scrap value is 
purchased for $1,500.00. Interest rates are 
around 4 per cent, The initial balance 
sheet value is $1,500.00, represented in the 
chart below. 

It is thus evident that the balance-sheet 
amount is the present value of future peri- 
odic charges on account of depreciation 
and interest. If it is desired that the peri- 
odic charges for depreciation and _in- 
terest total the same for each period, the 
compound interest or annuity method of 
computing depreciation and interest should 
be used. For this example, the periodic 
amount of depreciation and interest com- 
bined is $540.52. The present value of 
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rs End First Year End Second Year End Third Year 
Bal@oce 
Sheet 
Depreciation.. $500.00 
$560.00 discounted | Interest @4% 
$ 538.46 « on $1,500.00 60.00 
for one year at 4% — 
$560.00 
Depreciation. $500.00 
$540.00 discounted for two Interest @4% 
499.26 « on $1,000.00 40.00 
years at 4% 
$540.00 
Depreciation. $500.00 
$520.00 discounted for three Interest @4% 
462.28 « on $500.00. 20.00 
years at 4% 
$520.00 
$1,500.00 


future charges to operations is then ob- 
tained as follows: 


$519.73 =$540.52 discounted one year at 4%, 
499.75 =540.52 discounted two years at 4%, 
480.52= 540.52 discounted three years at 4%, 


and $1,500.00=the present asset amount. 


The asset amount at the end of the first, 
the second, and the third years after pur- 
chase is found as follows: 


Plus interest for one year at4%......... 60. 
$1,560.00 
Less periodic charge for depreciation and 
Asset amount, end of first year.......... $1,019.48 
Plus interest for one year at4%......... 40. 
$1,060.26 
Less periodic charge for depreciation and 
Asset amount, end of second year....... $ 519.74 
Plus interest for one year at4%......... 20.78 
$ 540.52 
Less periodic charge for depreciation and 
Asset amount, end of third year......... $ 0.00 


1 The periodic expense of $540.52 is counteracted in 
on by interest income amounts of $60.00, $40.78, and 
.78 for the three periods, respectively. 


To the above sacrifices for depreciation 
and interest must, of course, be added the 
sacrifices that will be necessary from period 
to period for maintenance and operation. 
Assuming these to be uniform from period 
to period and to amount to $200.00 and 
$700.00, respectively, the total periodic 
charge to operations is as follows: 


Depreciation and interest............... $ 540.52 


If the $200 for maintenance and the $700 
for operation are not excessive, i.e., not 
above that experienced by manufacturers 
who are using the most efficient equipment 
available, there is no reason to question 
the amounts shown on the balance sheet 
at the end of each period as indicated in 
the computation at the left. However, if 
investigation shows that at, say the end of 
the second year of the life of the asset a 
substitute asset is obtainable the use of 
which would substantially reduce expenses, 
is not obsolescence indicated and should 
not the balance sheet amount be changed 
accordingly? Assume, for example, that a 
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new asset with a three-year life could be 
obtained for $1,500.00 to perform the 
identical work performed by the old asset 
but at a periodic maintenance cost of 
$100.00 and a periodic operation cost of 
$500.00. Under such circumstances, would 
it be proper to defer $519.74 for the third 
year?A comparison of the expenses incident 
to the use of the old and the new assets for 
one year results as follows: 


Old New 
Asset Expense Asset 
$ 540.52 Depreciationandinterest $ 540.52 
200.00 Maintenance 100.00 
700.00 Operation 500.00 
$1,440.52 Totals $1,140.52 


In using the old asset, the expenses 
would be excessive and costs of production 
would be overstated unless the old asset 
were written down accordingly at the be- 
ginning of the third year. !To equalize the 
expenses, the amount available for depre- 
ciation and interest in the case of the old 
asset would have to be reduced from 
$540.52 down to $240.52. By discounting 
$240.52 for one year at 4 per cent the ad- 
justed balance-sheet amount is obtained. 
It is $231.27, obtained by dividing $240.52 
by 1.04. The difference between $519.74 
and $231.27, or $288.47, should then be 
disposed of in some manner other than by 
charging cost of production. Restated, the 
old asset amount for balance-sheet pur- 
poses at the end of the second year should 
be computed as follows: 


$540.52 discounted for one year at 4%=$519.73, 
less discounted amount of the excessive 
maintenance and operation for one 
year, $300.00 discounted for one year 


at 4% = 288.46, 
net balance sheet amount, as above $231.27 


The above is a somewhat radical de- 
parture from accustomed methods of valu- 
ing fixed assets and of determining ex- 
penses. It is like saying that the account 
“Prepaid Insurance, $1,200,00” should be 
set forth in the Balance Sheet as “Prepaid 
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Insurance, $900.00,” because insurance 
rates on five-year insurance policies have 
suddenly been reduced by 25 per cent, 
making it now possible to obtain insurance 
coverage identical with that provided by 
the present policies, which still have three 
years to run, for a cost of $1,500.00 
instead of their actual original cost of 
$2,000.00. The disposition of the $300.00 
extra write-down could be to charge, say, 
“Loss From Unanticipated Reductions in 
Fite Insurance Premiums.” In the case of 
fixed assets, the extra write-downs could 
be charged to, say “Losses From Obsoles- 
cence Not Otherwise Provided For.” One 
effect of such periodic write-downs would 
be to provide a fixed-asset variance ac- 
count which would reveal from period to 
period the results of the inefficient manage- 
ment of fixed assets. Another effect would 
be to place all companies or managers deal- 
ing with similar fixed assets upon a com- 
mon ground as regards the expenses of us- 
ing such assets in production. A sort of unit 
standard fixed-asset cost could in this man- 
ner be set up to test the use efficiency as 
distinct from the acquisition efficiency of 
management with regard to fixed assets. 

The principles enunciated above also 
may be used to advantage in deciding 
when a particular fixed asset should be re- 
placed by a more efficient unit. If an old 
asset is so inefficient that its periodic out- 
of-pocket operating and maintenance ex- 
penses are greater than the total periodic 
expenses, including interest and deprecia- 
tion, of a new asset available for the same 
service, then it obviously has no value ex- 
cept as scrap and should be replaced, since 
total periodic expenses can be reduced by 
so doing. A simple formula can be devel- 
oped to aid in the solution of such prob- 
lems. The following is illustrative: 

Let o=the amount of the periodic operating 

expenses of an old machine, 


m=the amount of the periodic mainte- 
nance expenses of the old machine, 
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q =the decrease in trade-in value of the old 
machine expected to result from its use 
for one more period in production, plus 
interest for one period on beginning 
trade-in value, 

O =the amount of the periodic operating 
expenses of a new machine that will 
perform the identical service in pro- 
duction, 

Me=the amount of the periodic main- 
tenance expenses of the new machine. 

I =the amount of the periodic interest on 
the investment in the new machine, 

and D =the amount of the periodic depreciation 
on the new machine. 


Now, if o+m>0+M+I-+D, it is then 
financially advantageous to replace the 
old asset by the new.? It is assumed, for 
example, that the periodic expenses inci- 
dent to the use of the old and new machines 
in production are as follows: 


Old Machine 
Qperating Expenses.................... $1,000.00 
Maintenance Expenses................. 500. 


It is quite evident that the new machine 
is less expensive to operate, and that the 
old machine has no balance-sheet value 
other than scrap or trade-in value. If the 
facts of the foregoing illustration are 


changed to the following: 
Old Machine 
Maintenance Expenses................. 400.00 


then, 0+m<O+M+I+D, and it be- 
comes necessary to consider interest on the 
trade-in value of the old asset and any pos- 
sible decrease in trade-in value through 


* The symbol > denotes “‘is greater than” and the 
symbol < denotes “‘is less than.” 
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one more year of use before making a de- 
cision. If the present trade-in yalue of the 
old machine is $500.00 and it is expected 
that it will have a trade-in value of only 
$400.00 after one more period of use, the 
decrease of $100.00 and the interest on 
$500.00, say $20.00 (assuming 4 per cent 
for one year), amount to $120.00, and it 
still is advisable to replace the old asset 
with the new. Since (qg) is used to denote 
interest plus the change in trade-in value, 
the following is true: 

If (o+m+q)>(0+M+I+D), then it 
is financially advantageous to trade in the 
old asset and puxchase the new asset im- 
mediately. However, if (0+m+gq) <(O+ 
M+I+D), then it is financially advisable 
to use the old asset at least one more period 
in production. 


New Machine 
Operating $ 800.00 
Maintenance Expenses................. 100.00 
Interest on Investment................. 200.00 


This formula can be made more man- 
ageable if stated as an equation rather than 
as above set forth. 

Let b=(0+M+I+D)—(0+m), the excess of 


the total of all expenses expected to be 
incurred by using the new asset for one 


New Machine 900.00 
Interest on Investment................. 200.00 

j 


period over the out-of-pocket expenses 
(only) expected to be incurred by using 
the old asset one period. 
then, if (5) is greater than (g), it would 
pay to use the old asset for at least one 
more period, whereas if (g) is greater than 
(b), it would pay to trade in the old asset 
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on the purchase of a new one immediately. 
If the two assets do not perform identi- 
cal services because of different capacities, 
or for some other reason, the above for- 
mula can be modified to place the two as- 
sets upon an equivalent basis by introduc- 
ing quantities of production as elements. 
For example, 
Let «=the number of units of output of the 
old asset for one period, 
and U =the number of units of output of the 


new asset for one period, 
then, the formula becomes, 


U u“ 


The value of (6) then denotes the advan- 
tage that a machine producing () units of 
output has over a new machine producing 
the equivalent number of units of output, 
except for possible decrease in trade-in 
value and interest on trade-in value as be- 
fore. If (b) is greater than (q) it is better to 
retain the old asset in production, whereas 
if (¢) is greater than (6) it is better to ac- 
quire the new asset. 

The usual practical case is more com- 
plicated than the above illustration, how- 
ever. Operating and maintenance expenses 
vary from period to period because of the 
changing physical condition of the asset 
and because of the changing price level. 
The amount of interest on the investment 
depends upon the rate assumed and upon 
the book value of the asset. The amount of 
depreciation depends upon the method of 
computing depreciation and upon the cost, 
trade-in value, and life of the asset. In ad- 
dition, the two assets may not be capable 
of performing identical service because of 
difference in capacity, etc. 

Assuming that the average operating 
and maintenance expense per period for the 
remaining useful life of both the old and 
new assets can be accurately estimated, 
the total periodic expense on the average 


The Accounting Review 


may be determined for both the old and 
new assets by using the annuity or com- 
pound-interest method of computing de- 
preciation and interest, since under this 
method depreciation plus interest is con- 
stant. This procedure gives results that 
are accurate enough for all practical pur- 
poses and avoids the use of a total of ex- 
penses which varies from period to period. 
Upon this basis, the formula used above 
can be elaborated as follows: 

Let (0+) =e, the average periodic out- 
of-pocket expense of using the old machine 
in production, 

(O+M)=E, the average periodic out- 
of-pocket expense of using the new machine 
in production to perform the identical serv- 
ice in production now performed by the 
old machine, 

C=the cost of the new machine, and 
n=the estimated life of the new machine 
in periods. 

Now, if the annuity or compound-inter- 
est method of computing depreciation and 
interest on the new asset is used, 


Cc 
D+I=—-» 


where ay is the present value of an an- 
nuity of one per period for periods at the 
rate of interest assumed, denoted as the 
rate (i) per period. The following equation 
then holds: 


b=—-+E-e. 


When (8) is a minus quantity or is less 
than (g), it becomes financially advan- 
tageous to purchase the new asset and to 
trade in the old. 

To determine when to trade in an old 
asset and purchase a new one to perform 
the identical service in production, the 
above formula should be employed period- 
ically. For example, a 14 ton truck is used 
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by a manufacturer to make deliveries. The 
truck has been in service for four years and 
has a present trade-in value of $300.00 and 
a trade-in value one year hence of $200. 
It is estimated that the out-of-pocket ex- 
penses incident to its use one more year 
would total $1,500.00. It is ascertained that 
a new truck to perform the same service 
can be obtained at a cost of $1,800.00. The 
estimated life of the new truck is six years, 
and the estimated average out-of-pocket 
expenses per year of the new truck total 
$1,300.00. Assuming an interest rate of 4 
per cent, would it pay to trade in the old 
truck on the purchase of a new one at the 
present time? 
Using the formula, 


Cc 
+E-e, 


and substituting the above values, re- 
sults as follows: 


1,800 
= +1,300—1,500. 
5.24214 
= 343.37+1,300—1,500. 
= 143.37. 


Since the resulting value of (5), namely, 
$143.37, is greater than $112.00, the value 
of (q) (the sum of the decrease in trade-in 
value during the ensuing year, $100.00, 
and interest on $300.00 at 4 per cent for 
one year, $12.00), it would pay to continue 
to use the old truck at least one more year. 
At the end of the fifth year, however, the 
formula should be applied again. Assuming 
that all the facts are as above and that the 
estimated out-of-pocket expenses of using 
the old truck during the sixth year total 
$1,700.00, would it pay to operate the old 
truck for the sixth year? 

Again using the formula, 

* g=ay)=5.25214, which is the present value of one 
per. _ for six periods at 4 per cent interest per 
period. 


b=——_+ E-e, 


and substituting, produces the follow- 
ing: 


b=343.37+1,300—1,700, 
= —56.63. 


Since a minus value of (5) results, it 
would pay to replace the old truck at the 
beginning of its sixth year of life, regardless 
of any further change in trade-in value or 
the interest on the beginning trade-in 
value. 

In the above discussion, it was assumed 
that the new asset would perform the 
identical service performed by the old. The 
formula requires a slight modification to 
fit cases in which the quantities of service 
performed by the two assets are not the 
same and those in which the new asset is 
merely an addition to, a rebuilding of, or 
other improvement of the old asset to in- 
crease its efficiency. The expense per unit 
of output of the two assets must then be 
compared to test the advantage of the one 
over the other. 

Starting with the formula, 


Cc 
b=—-+ E-e, 


the number of units of output of each 
asset may be introduced to give effect to 
the unit cost. Using symbols for units as 
set forth above, 
e the out-of-pocket expense per unit of 
4 production that will result from using 
the old asset one more period, 
Cc the expense per unit of pro- 
xpense pe P 


aa duction if the new asset is 


and - 
U used, including depreciation 


and interest. 


} 
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The difference in the unit expense is 
then found by subtraction, as follows: 


Cc +E the difference in unit ex- 
ax e pense of the new and old 
U “ assets for the ensuing ac- 


counting period. 


The total saving through the use of the 
old asset for one more period is then found 
by multiplying the unit saving by the num- 
ber of units the old asset will produce. The 
complete formula is as follows: 


4 

ie 
ani e 

b=u\ 
U u 


If the resulting value of (b) is negative 
or if it is less than (q), it is financially 
advantageous to replace the old asset 
immediately, assuming that there are no 
other considerations to the contrary. 

The formula can be applied to a problem 
involving several choices. For example, a 
machine having an expected life of one 
more year has a present trade-in value of 
$10,000.00. A more efficient automatic 
machine, having an expected life of ten 
years, can be purchased for $80,000.00. 
An automatic attachment for the old 
machine to increase its efficiency can be 
purchased for $5,000.00. Estimated op- 
erating data are as follows: 

Old Old Ma- N 


Per Year 4 chine with wd 
Machine Machine 
Units of output... 600 1,000 1,200 


Operating expenses $8,000.00 $9,000.00 $6,000.00 
Maintenance ex- 
5,000.00 5,000.00 1,000.00 


Which alternative should be chosen, as- 
suming that there are no other considera- 
tions? 


4 If the value of (b) asof the beginning of the period is 
desired, the value as found by the formula should be 
discounted by dividing by (1+) or (1+4/2) depending 
upon whether it is assumed that the expenses are in- 
curred as of the end of the period or as of the middle of 
the period. For all practical purposes no discounting is 
necessary. 
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Old Machine vs. Old Machine 


with Attachment 
5,000.00 
+14,000.00 
961545 13,000.00 
b=600 
1,000 600 

1,000 600 
=600(19.20— 21.67) 
= — 1,482.00 


Since (5) is negative, it would pay to 
purchase the attachment as compared 
with using the old machine without the at- 
tachment. 


+7,000.00 


Old Machine with Attachment 
vs. New Machine 
80,000.00 
( 8.1109* 
1, 19.20 
1,200 
9,863.27 -+- 7,000.00 
= 1,000 ( 19.20) 
1,200 
= 1,000(14.05— 19.20) 
= — 5,150.00 


Since (b) again is negative, it would be 
more economical to use the new automatic 
machine than the old machine with auto- 
matic attachment. Aside from other con- 
siderations, the purchase of a new machine 
is indicated as being the best of three possi- 
bilities. 

Throughout the foregoing discussion, it 
was assumed that the old machine would 
be serviceable for only one additional 
period. With a slight modification the 
formula may be used to test obsolescence 
is fixed assets having an expected addi- 
tional serviceable life of two or more addi- 
tional periods. If it is assumed that the ex- 


penses incident to using a machine in pro- 


5 a= or ayj=.96154 at 4% interest. 
or ajo, =8.1109 at 4% interest. 
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duction are incurred as of the end of the 
accounting period in each case,’ the for- 
mula for the present value of an annuity 
may be used to determine the present 
worth of the periodic savings which are 
expected to continue for a number of peri- 
ods. 

Let B =the present worth of the periodic 
savings® which will result each 
period for a number of periods 
through the use of an old asset in 
production instead of a new as- 
set that could be purchased and 
used for the same purpose, 

and 6;, bs, bs, etc. equal the savings for 
successive accounting periods, 
then, 


bs 
Ba 
1+i 
+ 


or, using the formula for 6 in each case, 


Cc 

—+E 


But, where =}; =etc., the formula 
for the present value of an annuity may be 
used, and the formula becomes, 


C 
+E 


7 Other assumptions may be made if desirable in a 
expenses are incurred at the of the period or 
that they are incurred in the middle of the period. 

* By “savings” is meant merely the excess of (D+ 
I+E) over (e), or the amount denoted by (6). 
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When the formula 


Cc 
+) 
U “ 


is used, the purchase of the new asset and 
the scrapping of the old is indicated as ad- 
vantageous whenever (5) is less than (g). 
Since, according to the above, 

B=a, 6, 
then a trade-in is indicated if 


qi 
B + + 
(1+)? 


Qn—1 qn ). 
Now, let T =the trade-in value of the old 
asset at the present time, i.e., 
at the time the test of obso- 
lescence is made. 
and Ti, T2, T, =the trade-in 
value of the old asset one 
period, two periods, etc., sub- 
sequent thereto. 
Then, 
T-—Ti+Ti, 
Ti-— TH, etc. 
Now, let 


q1 
+i (1+i)?- 
(144) 
Then, 
(T-Ti+Ti) 


(T1—Ts+Tii) 
(1+4)? 


(Ta-2— 
(1+4)*"* 
Tat 


00.00 
0.00 
00 
pay to 
mpared 
the at- 
9.20 
20) 
Cc 
B=——\-— -— 
f 
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and, 
(144) 
T. 
(144) 
= 


It is advantageous to purchase a new 
asset and trade in the old asset if B is less 
than Q or, in other words, if B is less than 
the present trade-in value of the old asset 
minus the trade-in value of the old asset at 
the end of its useful life discounted for the 
number of periods in its life. If it is as- 
sumed that the old asset will have no 
trade-in value at the end of its useful life, 
then it is advantageous to dispose of the 
old asset if B is less than 7, its present 
trade-in value. 

The value (B), also, may be looked upon 
as the basis for valuing the asset on the 
balance sheet. The value (B) represents the 
present value of the future services of the 
asset in production or the portion of the 
original cost of the asset that should be de- 
ferred to future accounting periods. The 
deferring of a larger amount would be in 
error, since the same future services could 
now be obtained at that amount of present 
outlay by buying an available alternate 
asset to perform the equivalent service. 
The above may be clarified by the use of 
an example. A machine having an expected 
remaining life of four years is now in use in 
a manufacturing plant. Its annual out-of- 
pocket expense of operation and mainte- 
nance is $1,500.00, and it processes 1,000 
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units of product per year. A new, improved 
model of the machine can be purchased at 
a cost of $5,000.00. The new machine has 
an estimated life of 10 years, has out-of- 
pocket operating and maintenance ex- 
penses of about $2,000.00 per year and proc- 
esses 1,500 units of product annually. As- 
suming interest at 4 per cent, a present 
trade-in value of the old machine of 
$500.00, and no trade-in value for either 
machine at the end of its estimated useful 
life, what is the balance-sheet basis for the 
old machine, and will it pay to scrap it im- 
mediately? 
Using the formula, 


B an} 
Uda U 


and substituting the above values results 
as follows: 


+ 2,000.00 
aia 1,500.00 


1,500 


5,000.00 
$2,000 
—1.50 


8.1109 
= 
1,500 


2,616.45 
1.50) 


5,000.00 


1.000 


= 3,629.90 ( 


= 3,629.90(1.7443— 1.50) 

= 3,629.90 0.2443 

= $886.79. 

Thus, the balance-sheet basis is $886.79 
and since this is more than the present 
trade-in value, namely, $500.00, it would 
not pay to replace the old asset at this 


time.® If the old asset has a book value of 
more than $886.79, an element of obsoles- 


The formula, b= is better for 
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cence not considered in establishing the de- 
preciation rate may be indicated. The new 
basis may well be used in determining the 
amount of adjustment to be made for in- 
adequate depreciation of the past. 

In many cases a scraj value is assumed 
in computing depreciation. The formula 
here developed can be altezed if desired to 
provide for a scrap value in computing de- 
preciation and interest on the new asset. 

Let S = The scrap value of the new asset 

at the end of its useful life, 
then, the formula becomes, 


+Si+E 
a5) 
Now, if 
——+Si+E 
U +) 
and, 
(1+i)* 


and it is advantageous to trade in the old 
asset and purchase a new one when B is 
less than Q, then the advantage (denoted 
by A) that the old asset has as an agent of 
production for its owner as compared with 
the new asset can be expressed as follows: 
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When A is less than zero it is advanta- 
geous to purchase the new asset. 

An example will serve to illustrate the 
operation of the above formula. A study 
was made of the cost of operating a fleet of 
one and one-half ton trucks used in de- 
livery service by a manufacturing com- 
pany. It was found that the usual experi- 
ence with such trucks was as follows: 


Cost new, each, usual.................. $1,800.00 
Useful life, in years, usual.............. 6 
Distance operated, miles , average 25 ,000 
Trade-in value, end of sixth year, usual.... $ 200.00 


Maintenance and operation expenses, per 


Experience seemed to indicate that this 
type of truck was the most economical for 
the purpose that could be obtained. Occa- 
sionally a truck was purchased which 
seemed to be less efficient than the usual 
run, and it was necessary to decide whether 
to dispose of it before the usual six years of 
service expired. Individual records of ex- 
penses incurred, mileage of operation, etc., 
are maintained. The record of a particular 
truck revealed maintenance and operation 
expenses that were considerably out of line 
with the average and the superintendent 
questioned whether it should not be dis- 
posed of immediately. The following facts 
were available: 


Average mileage per year............... 20,000 
Maintenance operation expenses per 

Trade-in value, end of third year......... $ 800.00 


It was expected that the operation rec- 
ord would be even less favorable in the 
future than in the past. On the record as 
stated, should the truck be replaced by a 
new one? Assume an interest rate of 4 per 
cent. Following is the solution, using the 
above formula: 


esults | 
A 
+Si+E 
esent 
vould ( r- ) 
this ( 1 + i) n 4 : 
oles c-S a 
+Si+E 
e 
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1,800.00— 200.00 
+ 200.00 X .04+ 1,200.00 
a) 1,100.00 200.00 
= 20,000a5, —( 800.00— 
25,000 20,000 (1.04)? 
1,600.00 
———+8.00+ 1,200.00 
5.242137 200.00 
= 20,000 X 2.775091 .055 —{ 800.00 — 
25,000 1.1249 
305.21923-+ 1,208.00 
= 55,501.82 — .055 }— (800.00 — 177.7936) 
25,000 


= 55,501.82(.0605288 — .055) — (622.2064) 
= 306.86 — 622.21 
= — 315.35. 


Since (A) is a minus quantity, it is ad- 
vantageous to trade in the old truck and 
purchase a new one immediately. 


STUDYING AUDITING PROCEDURE 


WALTER A. Foy 


studying of auditing to keep an eye 

on the pronouncements of the Ameri- 
can Institute of Accountants. There are at 
least two good reasons for this. First, the 
Institute’s pamphlet Examination of Fi- 
nancial Statements and its Statements of 
Auditing Procedure are admittedly the 
expert opinion of high authority. Second, 
the auditing student will probably some- 
time take the CPA examination prepared 
by the Institute. It is only common sense 
for the student to prepare for this exami- 
nation by studying the auditing principles 
laid down by the Institute’s committee 
on auditing procedure. 

However, the student finds great diffi- 
culty in assimilating a group of clear-cut 
ideas of any degree of comprehensiveness 
by attempting to learn the Institute’s 
statements as they are written and pub- 
lished. A seasoned practitioner with years 
of auditing experience has developed 
methods of work which have congealed 
into his own personal audit programs. He 
has crystallized his practice and theory 


[' SEEMS desirable in the teaching or 


into an audit program which is more or 
less flexible when applied to different situ- 
ations. He has developed and learned 
bit by bit his audit procedures largely 
through the long and hard road of ex- 
perience. There is no adequate substitute 
for such experience; but the trial-and- 
error methods of experience can be light- 
ened by proper learning of well-organized 
teaching material on auditing. The ex- 
perienced practitioner sees immediate sig- 
nificance in the Examination of Financial 
Statements and in the Statements of 
Auditing Procedure. But a good part of 
his ready recognition of this significance 
comes from the background of laborious 
experience during which he has developed 
his own audit program, consciously or 
unconsciously. 

In marked contrast, the beginning 
student of auditing can not readily grasp 
the significance of these auditing prin- 
ciples, procedures, and detailed auditing 
steps. The student in a one-semester 
course in auditing finds the subject matter 
of the Institute’s publications intangible, 
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indefinite, and almost impossible to learn 
jn an orderly and significant way. In other 
words, it is not good teaching to present 
the Institute’s pamphlet to the student 
with the words, “Here, learn this; it is 
the authoritative statement of the mini- 
mum requirements of a good audit.” The 
student may conscientiously try to learn, 
perhaps memorize, the entire program 
with its sixteen sections on Cash, Notes 
Receivable, etc. But he will find it practi- 
cally impossible to retain a real working 
knowledge of these sixteen audit programs. 
Besides, in order for the student to be 
posted on the latest thinking of the In- 
stitute on auditing developments it is 
usually recommended that he obtain 
copies of all Statements of Auditing 
Procedure and abstract the substance 
therefrom. In abstracting material from 
the Examination of Financial Statements 
and Statements of Auditing Procedure, to 
correlate the material and to organize it 
in an orderly and significant manner will 
require the student’s diligent efforts for 
most of the rest of the auditing course, 
unless he attempts to memorize the whole 
conglomeration as hundreds of candidates 
for the CPA examinations undoubtedly 
attempt to do each year. This is a waste of 
learning-man-hours and should be rem- 
edied either by the teaching profession, or 
by the Institute in its educational pro- 
gram, or by both. 

The student must have clear-cut ideas 
of the theory of accounts and a definite 
mental picture of his course of action be- 
fore he can successfully attack an ac- 
counting or auditing problem. If he studies 
the Institute’s Examination of Financial 
Statements as written, his mental picture 
of his course of action in an audit will more 
than likely be hazy and inadequate. It 
must be recalled that most university 
students of auditing have not seen a 
commercial set of books and have had no 
accounting practice except that afforded 
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by the laboratory. It must also be added 
that most junior accountants employed 
by public accounting firms, although they 
have worked with actual accounting rec- 
ords, do not have the broad perspective 
necessary for a ready organization and 
understanding of the material as pre- 
sented by the Institute. In short, the 
Institute’s pronouncements are not on 
the level of the auditing student; they are 
on the level of the seasoned practitioner. 
The foregoing statement should not be 
regarded as a criticism of the Institute 
nor of its pamphlet. The Institute’s 
pamphlet and its Statements of Auditing 
Procedure are the considered pronounce- 
ments of those in the profession who 
represent expert opinion. Such pronounce- 
ments must be respected; their content 
would be difficult to question. However, 
it is the manner of presentation which 
makes the teaching of the material diffi- 
cult. Such a presentation is probably 
nesessary when an averaging of the 
opinions of experts occurs as it undoubt- 
edly does here. Also the concise manner of 
presentation leaves the student with a 
feeling of vagueness, because much of the 
content represents a distillation of diver- 
sified experience into generalizations. 
What then can be done to help the 
student of auditing to grasp the subject 
matter more readily? The answer is not a 
simple one, but a notable contribution 
would be made if a new manner of pres- 
entation of the Institute’s program could 
be devised, a program which would be 
easier to learn and understand. Is it 
possible by analysis and reclassification 
of the ideas in the sixteen sections, Cash, 
Notes Receivable, etc., to accomplish 
this? The division of each of the sixteen 
programs into logical subdivisions may 
be useful, since this is an obvious method 
of clarifying any subject matter. Classifica- 
tion of like things under the same heading 
is one of the methods of science. Let us 
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make an attempt to subdivide the sixteen 
programs contained in the Institute’s 
audit program for the balance sheet. 

It is relatively easy to attain agreement 
on the need for classification but it is more 
difficult to decide on an acceptable basis 
or bases for such classification. Numerous 
kinds of classificatory subdivisions suggest 
themselves. But any classification, to be 
practical, must depend on the purpose for 
which the classified material is to be used. 
The assumption is that the student desires 
to learn the programs so that he will be 
able to make a more effective audit, and 
not merely in order to pass either a course 
in auditing or the CPA auditing examina- 
tion. Therefore, it would appear that 
operational classifications—classifications 
in terms of doing the necessary auditing 
work—would fulfill the main purpose and 
be practical. 

Of course, the material itself suggests 
classifications of an operational nature. 
For example, it is clear that certain 
detailed auditing steps are found in parts 
of the balance sheet programs. A sub- 
division called “Detailed Auditing Steps” 
may be set up as one of the groups. It also 
becomes evident from the recommenda- 
tions of the Institute in its Statements of 
Auditing Procedure that certain chief 
bases for substantiating the trial balance 
figures are being suggested. For example, 
with respect to accounts receivable it is 
distinctly indicated as standard auditing 
procedure that accounts receivable are to 
be confirmed. Confirmation, then, is ob- 
viously one of the chief bases for sub- 
stantiating the trial balance figure for 
accounts receivable. Studying the pro- 
nouncements further, it is also plain 
that certain generally accepted accounting 
principles are given. Most of these apply 
to the way certain items shall be stated 
on the balance sheet. For example, as to 
notes receivable it is stated “Notes from 
stockholders, directors, officers and em- 
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ployees and also notes arising from trans- 
actions outside the ordinary business of 
the company should be shown separately 
on the balance sheet.” A similar principle 
is enunciated for accounts receivable, 
notes payable, and accounts payable. 
Thus, certain accounting principles are 
suggested to the auditor in the program 
of the Institute. Perhaps it would be 
advisable then to set up a classification 
called “Generally Accepted Accounting 
Principles Involved.” 

It has already been suggested that a 
classification entitled “Detailed Auditing 
Steps” be used. Another related grouping 
is needed, “Chief Auditing Procedures,” 
which may be considered by some as only 
a summary of the detailed audit steps. 
However, it is a helpful classification to 
have since it clearly focuses the mind on 
the major aspects of the detailed auditing 
steps and aids in dispelling confusion and 
vagueness. 

The four main classifications applicable 
to each of the sixteen programs are as 
follows: 

I Chief Basis for Substantiating the 
Trial Balance Figure. 

II Generally Accepted Accounting 
Principles Involved. 

III Chief Auditing Procedures. 

IV Detailed Audit Steps. 

It is believed that the above are opera- 
tional classifications suitable for the pur- 
pose of presenting clearly what should be 
done in carrying out the particular audit 
program. There is a possible exception, 
namely, Class II, “Generally Accepted 
Accounting Principles Involved.” But 
this classification may also be considered 
operational in the sense that it tells the 
auditor to do something in a certain 
manner. For instance, it says to the audi- 
tor, “On the balance sheet separate from 
trade receivables all receivables from 


‘stockholders, directors, officers, and em- 


ployees.” 
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At first glance it may appear difficult 
properly to segregate under these four 
headings everything included under say, 
Accounts Receivable or Inventories to be 
found in both the Examination of Finan- 
cial Statements and the pertinent State- 
ments of Auditing Procedure. It is, of 
course, difficult to reorganize any body of 
expert opinion without doing some in- 
justice or violating the thought involved. 
But it can be done, and the results in more 
efficient teaching and learning are rewards 
enough to warrant overlooking the haz- 
ards. 

It is apparent that the classifications 
suggested are not consciously followed in 
the programs given in the pamphlet. A 
paragraph in one of the sixteen programs 
may contain, all in one breath, so to 
speak, a “‘Generally Accepted Accounting 
Principle,” a “Detailed Audit Step,” and 
the “Chief Basis for Substantiating the 
Trial Balance Figure.” Moreover, the 
sequence of paragraphs in the pamphlet 
does not seem to follow any apparent 
order and does not fit into the classifica- 
tions suggested. Therefore, to reorganize 
the material under the suggested headings 
requires considerable effort. 

It is illuminating to compare the “Chief 
Basis for Substantiating the Trial Balance 
Figure” for each of the sixteen sections 
of the balance sheet examination. Definite 
summarizations can be abstracted from 
most of the sections. This is especially true 
of Cash, Notes and Accounts Receivable, 
and Inventories, which have had much 
attention by the profession in recent 
years. Some “Chief Bases for Substan- 
tiating the Trial Balance Figures” stand 
out clearly on analysis. These are as 
follows: physical count, confirmation, doc- 


“Key” 
Chief Basis 
A. Confirmation 
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umentary evidence, and representation. 
Others are almost impossible to sum- 
marize except by such words as test- 
checks, account analysis, consideration of 
accounting procedures, etc. 

This general comparison of the “Chief 
Bases for Substantiating the Trial Balance 
Figure” for the sixteen programs indicates 
that some are clear-cut whereas others are 
not. Specifically, for instance, for accrued 
liabilities there is no one base but rather 
various bases for substantiation depending 
on the type of accrued liability. The audit 
program for accrued liabilities becomes 
somewhat hazy and vague when analyzed 
under the four classifications suggested. 
This is important to know, because the 
student then realizes he must learn the 
basis for substantiating each type of 
accrued liability. It is also important 
because it may amount to a revelation 
that the Institute’s program either un- 
consciously or consciously has omitted 
what would seem a major factor, i.e., 
“The Chief Basis for Substantiation of 
Accrued Liabilities.” 

To aid the student further in obtaining 
a concise and definite picture of the sixteen 
audit programs composing the balance 
sheet examination, a “Key” could be 
shown on the left-hand margin of the 
pamphlet. This “Key” is a memorizing 
device and should be confined so far as 
possible to one or two words for each 
point in the audit program outline. 

To illustrate one part of the balance 
sheet examination outlined in the In- 
stitute’s pamphlet and Statements of 
Auditing Procedure, the writer’s reclas- 
sification and reorganization of the audit 
program for the Accounts Receivable 
section is presented below: 


Audit Program for Accounts Receivable 


Chief Basis for Substantiating the Trial Balance Figure 
A. Confirmation 
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Confirmation or disclosure in 
report 


B. Account Analysis 
Balances listed by age 


Auditing Procedures 
A. Confirmation 


1. Methods 
2. Mailing 


B. Account Analysis 
1. Composition of balances 


2. Reserve for past due dis- 
puted items 


3. Write-off approval 


4. Reconcile list 


Audit Steps 
A. Inquire 


1. Trade discounts 

2. Cash discounts over 2% 

3. Freight allowed 

4. Price reductions; defective 


material allowances. 
Accounting Principles 
A. Balance Sheet 
1. Credit balances 


2. Deduct reserve 


3. Title not passed 


4. Over one year 


5. Outside accounts 
(stockholders, etc.) 


6. Deposits and guaranties 
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Confirmation of accounts receivable by direct communication 
with the debtor is regarded as a generally accepted auditing 
procedure to the extent that, if it is omitted in an audit, dis. 
closure must be made in the short form of an independent public 
accountant’s report. 


B. Analysis of Accounts Receivable 


List of customers’ balances open at end of period with amounts 
classified by age compared in detail with customers’ ledger and 
reconciled with controlling account. 


General Auditing Procedures 
A. Confirmation 


1. Positive or negative method. 
2. Mail personally in envelopes bearing accountant’s return 
address and enclose return envelopes addressed to accountant. 


B. Analysis of Accounts Receivable 


i. Examine composition of outstanding balances to see that pay- 
ments are not just on current amounts in account. 

2. Discuss disputed items that are past due with the credit de- 
partment so as to form an opinion of the sufficiency of the re- 
serve for bad and doubtful accounts. 

3. See that bad debts written off have been approved by re- 
sponsible authority. 

4. Compare aging list with customer’s ledger and reconcile with 
control account. 


Detailed Audit Steps 

A. Make inquiries into: 
1. Trade discounts. 
2. Cash discounts over 2%. 
3. Freight allowed. 


4, Customers’ claims for price reduction and allowances for de- 
fective materials. 


Generally Accepted Accounting Principles Involved 
A. Balance Sheet 


1. Credit balances in customers’ accounts receivable should be 
included among the liabilities. 

2. The reserve for bad debts should be shown as a reduction 
from the corresponding asset. 

3. Goods consigned to customers for future delivery title to 
which has not yet passed to customers should be carried in 
inventory, not as accounts receivable. 

4. Accounts receivable, including instalment accounts, of a sub- 
stantial amount, maturing later than one year from the date 
of the balance sheet should be shown separately thereon un- 
less trade practice warrants a different treatment. 

5. Accounts receivable from stockhokers, directors, officers, and 
employees and also accounts arising outside the ordinary 
business of the company should be shown separately on the 
balance sheet. 

6. Deposits as security or guaranties and any other extraordinary 
items should be shown separately on the balance sheet. 
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7. Affiliates 


8. Hypothecated or assigned 


9. Reserve for discounts 


Another reorganized and reclassified program, the one for the Securities sec- 


tion, is given below: 


“Key” 

Chief Basis 

Documentary evidence or con- 
firmation 


Auditing Procedures 
1. List 


2. Check list to ledger and to 
securities 


Auditing Steps 
1. In right name 


2. Unmatured coupons intact 


3. Income recorded 
4. Brokers’ advices 


Accounting Principles 
A. Balance Sheet 


1. Marketable securities are 
current assets 


2. Reserve for shrinkage 


3. Investments 


4. Reserve for shrinkage or dis- 
closure on balance sheet 


5. Treasury stock 


6. Hypothecated securities 
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7. Accounts receivable from affiliated concerns should in no case 
be included in customers’ accounts receivable and may be 
shown as investments or otherwise but as current assets only 
if debtor has satisfactory current ratio. 

8. Accounts receivable hypothecated or assigned should be so 
shown on the balance sheet. 

9. A reserve is required for cash discounts over 2% and trade 
discounts not deducted from accounts receivable. 


Audit Program for Securities 

Chief Basis for Substantiating the Trial Balance Figure 
Examination of securities, life insurance policies, or mortgages, 
or obtaining of confirmation if held by others. Also confirm 
mortgages if a significant proportion of total assets. 


General Auditing Procedure 
1. Obtain or prepare a list of securities showing pertinent de- 
tails including cost, market, income received, and location. 
2. Compare list both with ledger accounts and with securities 
themselves. 


Detailed Auditing Steps 


1. See that securities are in name of company or are so endorsed 
as to be transferable. 

2. Examine coupons or bonds to ascertain that unmatured 
coupons are intact. 

3. Ascertain that income per list has been properly recorded. 

4. Examine brokers’ advices for purchase and sale prices. 


Generally Accepted Accounting Principles Involved 


A. Balance sheet ; 

1. Readily marketable s*curities representing temporary invest- 

ment of surplus funds should appear on the balance sheet as 
current assets. 

2. If market value of above securities is less than book value a 
reserve should be provided. 

3. Securities representing control or having a value other than 
from their income should be carried under investments on the 
balance sheet. 

4, If the market quotations, the examination of balance sheet 
and income accounts, or the information from officials indi- 
cates substantial shrinkage, reserves should be provided or 
the facts stated in balance sheet. 

5. Treasury stock should be deducted from capital stock or sur- 
plus or both at either par or cost according to state laws. If 
acquired for specific purpose it may be classed as an asset but 
not as a current asset. 

6. Hypothecated securities should be shown as such on the bal- 
ance sheet. 
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With a certain amount of effort any 
serious student of accounting can restate 
under the proper headings the rest of the 
Institute’s balance sheet audit program. 

The effectiveness of this kind of state- 
ment of audit programs can be easily 
tested by its use in the classroom or by 
CPA candidates in preparing for the 
examination. 

Inasmuch as the Institute’s programs 
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are stated as minimums, the teacher or 
student might do well to consider such 
reclassified programs as an “irreducible 
minimum”; they can then be committed 
to memory. This would be a formidable 
task with the Institute’s original wording, 
but no superhuman effort would be neces- 
sary with the newly reclassified sections 
of the audit program. 


Important announcement inside back cover. 
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THE ACCOUNTING EXCHANGE 


A. C. LITTLETON 


growing conviction for some time 

that CPA laws are in need of care- 
fully considered modernization. Now, after 
extended consideration in committee, the 
American Institute of Accountants has 
published a form of bill that state societies 
will find useful in planning new legisla- 
tion. 

Leadership for Legislation. In several 
particulars the bill reflects a progressive 
leadership which states would do well to 
follow. Emphasis is given to procedures 
that look to licensing public practitioners 
and restricting professional practice to 
them. Professional discipline is more di- 
rectly provided for than is the case in 
present CPA laws. Noteworthy progress 
is made in showing a way of strengthening 
the educational basis of admission to the 
profession. 

If public accounting is to be widely and 
effectively recognized as a real profession, 
it has need of statutory recognition of just 
such aspects as restriction, discipline, 
education. This will not imply that legisla- 
tion can create a profession out of an oc- 
cupation. A profession creates itself. Tech- 
nical competence comes from study and 
experience only. The need of the public 
for technical services arises more from the 
complexities of business than out of legisla- 
tion. And the most effective discipline is 
self-imposed. 

Public accounting in this country has 
developed until it has come to serve an 
important public function. It has arrived 
at that point largely by its own efforts. 
Public accountants have created high 
standards of discipline and have educated 
themselves to high professional com- 
petence. Legislation along the lines of the 
Institute’s bill therefore would merely 
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give statutory recognition to professional 
standards that already underlie public 
practice. 

Restriction, however, can come only 
from laws enacted to protect the public 
interest. And there have been many 
circumstances in recent years which give 
point to the idea that it is public welfare, 
not occupational advantage, that requires 
the gradual imposition of restrictions upon 
the freedom of anyone to practice public 
accounting who wishes to hang out a 
shingle. 

The bill has several sections dealing 
specifically with registration of foreign 
accountants, partnerships, certified public 
accountants, and public accountants. Since 
registration of the latter is provided for as 
of a single date to be named in the statute, 
future registrations, if this bill is followed, 
would presumably be limited to certified 
public accountants. 

A number of sections cover in consider- 
able detail the provisions relating to 
professional discipline: (1) naming of 
specific causes for revocation of certificate, 
suspension of registration, or refusal to 
renew the permit to practice; (2) stating 
certain acts that are declared unlawful, 
such as the unauthorized use of profes- 
sional titles and the certification of a 
financial statement without a permit 
issued under the statute; and (3) outlining 
procedures for hearings in disciplinary 
cases before the board. 

Teachers and students, however, will be 
most interested in the educational provi- 
sions of the bill. 

The rules proposed for governing ad- 
mission to the examination follow two 
broad principles. The first one is that the 
amount of practical experience required 
of an applicant should be decreased as 
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the amount of his formal and technical 
education increases. 

For a college graduate who has at least 
twenty semester hours of accounting and 
at least ten hours of business law, eco- 
nomics, and finance, the experience re- 
quirement to receive a certificate is two 
years. For a college graduate who has not 
completed the stated minimum of tech- 
nical education, the experience require- 
ment is three years. For a high school 
graduate, the experience requirement is 
six years. 

Flexibility and change in the use of the 
recommended bill are kept in mind. It is 
pointed out in comments accompanying 
the text: (1) that the Council of the In- 
stitute favors a gradual increase in the 
experience required of applicants who are 
without satisfactory college preparation; 
(2) that the simple omission of the section 
for high school graduates would set up 
graduation from college as a single educa- 
tional requirement; (3) that the way 
should be left open for the Board to re- 
quire other examinations in addition to 
the usual papers on practice, theory, audit- 
ing, and law. 

With this pattern of legislation on the 
statute books, future amendments should 
be easy to secure as conditions change. 
Further improvement in the availability 
of formal technical education in state after 
state may suggest appropriate amend- 
ments to the basic CPA statute pre- 
viously enacted. With the boards free to 
expand the subjects given in the examina- 
tion, it is to be hoped that many will wish 
to break up the four-subject pattern 
established fifty years ago. For example, 
consideration may show that the examina- 
tion on practice—four half-days—could 
with advantage consist of four parts, each 
one covering a designated area of subject 
matter. And the subject of finance and 
taxation could very appropriately be 
added to that part of the examination 


devoted to theory, auditing, and com- 
mercial law; and to the section on practice, 
an optional section could be added de- 
voted to aptitude tests. It is very likely 
that in due time this latter aspect of the 
CPA examination would prove so signifi- 
cant to the applicant and so useful to the 
employer that what began as an option 
would become a custom. 

Admission to Examinations. The second 
principle of particular interest to teachers 
and students that is embodied in this form 
of legislation might be expressed this way: 
Practical experience in public accounting 
has come to be recognized as more impor- 
tant as preparation for public practice 
than as a way of preparing for written 
examinations. 

This principle is reflected in the recom- 
mended provision that applicants who 
meet the stated requirements of technical 
education and graduation from college 
shall be entitled to be examined in theory, 
auditing, and law without having had 
prior practical experience. The examina- 
tions in accounting practice, however, 
would be open to these persons only after 
two years of accounting experience. No 
permit to practice would be issued without 
prior experience. 

The idea of a state license to practice 
public accounting is not new. It was in- 
cluded in one of the proposals for CPA 
legislation that preceded the New York 
statute of 1896. It was revived in 1923 
when Louisiana passed the first regulatory 
CPA law. Now the Institute places its 
prestige squarely behind the theory that 
a permit to practice is a desirable ac- 
companiment to a CPA certificate. 

Thus the certificate, being based upon a 
technical examination, becomes evidence 
that the holder has demonstrated a satis- 
factory standard of knowledge. And the 
permit, resting in effect upon other qualifi- 
cations, tends to become evidence that the 
applicant has satisfactory practical ex- 
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perience and maturity to constitute a basis 
for professional good judgment, and satis- 
factory character to form a basis for 
professional integrity. Breach of any of 
these three professional qualities—knowl- 
edge, judgment, character—justifies dis- 
ciplinary action as outlined in the statute 
and as provided by the common law deal- 
ing with professional negligence. A permit 
to practice, therefore, is a necessary part 
of the pattern of public recognition of the 
profession and public control in the gen- 
eral interest. 

Some may feel that the law proposed 
would be stronger, and more in line with 
the regulations governing other profes- 
sions, if the experience requirement (com- 
parable to medical internship) could be 
fulfilled if desired after passing all parts 
of the CPA examination. 

This view may rest in part upon the 
thought that a requirement calling pri- 
marily for maturity and experience as the 
principal basis for admission to a test of 
knowledge might upon occasion serve as a 
means of holding down a desirable growth 
in the number of people in practice. But it 
should be noted that if there is no re- 
straint by licensing, any number of people 
can engage in public practice regardless of 
what hurdles are set up for becoming a 
CPA. And the opinion may not be un- 
founded that the public will learn the 
usefulness of expert accounting services 
more rapidly from the existence of many 
qualified and authorized practitioners than 
from the practice of a sharply smaller 
number. Unless adequate growth in the 
profession occurs, the demand for expert 
services is very likely so far to outrun the 
number of practitioners that the public 
interest may not be well served. 

In plain terms, this country could use 
qualified public accountants in greater 
numbers than current net increases are 
likely to produce. How else explain the 
persistent growth of self-styled experts? 


The Accounting Exchange 


467 


Is it not a fact that in 1913-1915 one 
important consideration, among others, 
tending to prevent Federal Reserve Board 
rules from prescribing certification of 
statements in support of commercial paper 
for rediscount was the lack of enough 
qualified public accountants to do the 
work? 

In the committee’s comments accom- 
panying the text of the bill it was pointed 
out that the provision for admitting to 
parts of the examination without prior 
experience candidates with a stated prep- 
aration should be regarded as optional. 
It should be optional in the sense that 
omission of this provision need not affect 
the decision to use other sections of the 
bill. However it would be unfortunate if 
the comment should be construed as 
expressing a belief that such omission was 
generally desirable. 

The possibility of separating practical 
accounting from the rest of the CPA 
examination, in the case of persons who 
have had adequate technical instruction 
in college, is one of the most constructive 
and progressive features of the bill. It 
introduces in a very sensible way an 
American application of the idea of an 
intermediate and a final examination. 
Such a separation might perhaps benefit 
the applicant somewhat by dividing his 
prior preparation. But even greater benefit 
would come to the profession as a whole 
and to the public from the encouragement 
thus given to otherwise capable men who 
find a single, hard examination exhaust- 
ing, to say the least. 

Recognition of Schools. When the educa- 
tional requirements for admission to the 
CPA examination in a given state have 
been stated as in the Institute’s form of 
CPA bili, the accountancy board of that 
state will need to determine the schools 
to be recognized. As more and more states 
adopt similar educational provisions, there 
will be increasing need for definite stand- 
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ards for judging a school. Large variations 
in these standards from state to state 
would not be in the public interest. Ac- 
countancy now stands so high in the 
matter of nationwide technical examina- 
tions that some way should soon be found 
to avoid unnecessary conflicts in the 
recognition of adequate educational pro- 
grams. 

Since other groups have had to face 
similar problems, accountancy may benefit 
by their experience. 

Fifty years ago the medical profession 
was much concerned about conditions then 
prevalent in medical education. In 1904, 
the American Medical Association under- 
took a program of inspecting and rating 
medical schools. For this purpose, a 
permanent Council on Medical Education 
was formed. By the time of the first World 
War, most of the diploma mills were 
closed, and the better schools were under 
university supervision. In 1913, the Ameri- 
can College of Surgeons was founded for 
the purpose, among others, of rating 
hospitals and establishing minimum stand- 
ards for recognition by the College. 

As an illustration of the scope of the 
rating service of the American College of 
Surgeons, the following requirements are 
quoted from a newspaper report of the 
fundamentals of good hospital care suc- 
cessfully met by three hospitals recently 
rated. 


Modern physical plant, assuring the patient 
safety, comfort, and efficient care. 

Clearly defined organization, duties, respon- 
sibilities, and relations. 

Carefully-selected governing board with com- 
plete and supreme authority. 

Competent, well-trained superintendent re- 
sponsible to the governing board. 

Adequate and efficient personnel, properly or- 
ganized and competently supervised. 

Organized medical staff of ethical, competent 
physicians and surgeons. 

Adequate diagnostic and therapeutic facilities 
under competent medical supervision. 


Accurate, complete medical records, readily ac- 
cessible for research and follow-up. 

Regular group conferences of the administra- 
tive staff and of the medical staff for reviewing 
activities and results so as to maintain a high 
plane of scientific efficiency. 

A humanitarian spirit—the primary con- 
sideration being the best care of the patient. 


Three questions about good hospital 
care underlie these requirements. Are the 
physical plant, equipment, and facilities 
adequate to the needs? Is the hospital 
staff satisfactory as to numbers and 
technical preparation? Are the size and 
spirit of the administrative staff appropri- 
ate? Plant, staff, and spirit are also impor- 
tant factors in the appraisal of accounting 
education. 

College registrars have had considerable 
experience in establishing standards as a 
basis for appraising requests for transfer 
of graduation credit. The following are 
perhaps typical of the usual “criteria of a 
standard college.” 

A stated minimum enrollment; normal 
entrance requirements; satisfactory gradu- 
ation requirements; minimum number of 
teaching departments; minimum educa- 
tional attainment of teachers; satisfactory 
average level of teacher salary; suitable 
limits on size of classes and teaching load; 
adequate housing and equipment; budget 
adequate for existing staff, enrollment, and 
course offerings; suitable minimum library 
and funds for current growth; adequate 
minimum laboratory equipment. 

Class A schools are those meeting all 
criteria in full. Class B schools fall short 
in certain particulars. Class C schools fall 
short in the more important particulars. 
Class D includes those which appear to be 
little more than secondary schools. 

An approach is now being made to 
rating schools that give instruction in 
accounting. When an acceptable plan is 
worked out, the results should be useful 
to many CPA boards. In October, 1938, 
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the Council of the American Institute of 
Accountants adopted a resolution in favor 
of developing, in cooperation with educa- 
tional bodies, minimum standards of 
curricula, finances, library, faculty, and 
equipment, by means of which judgment 
may be reached whether or not the work 
of a given school should be given ap- 
proval. In June, 1945, at a joint meeting 
of the committees on education of the 
American Institute of Accountants and 
the American Accounting Association, a 
subcommittee was appointed, consisting 
of H. T. Scovill, chairman, W. A. Paton, 
F. H. Elwell, K. M. Montgomery, and 
T. W. Leland, for the purpose of studying 
the possibility of setting minimum stand- 
ards for rating schools that prepare 
students to enter the accounting profes- 
sion. 

Creation of Concepts. An editorial in the 
Wall Street Journal of May 15, 1945, later 
reprinted in the Journal of Accountancy, 
deserves further circulation. Apropos of a 
recent statement by a United States 
Senator that “Congress is a force that is 
just as valid in fixing what is a cost ac- 
counting method as the practices of 
business,” the Wall Street Journal says: 


“Of course, accounting concepts cannot be 
fixed by law, nor are they arbitrarily created by 
accountants themselves or by business practices. 
Costs arise out of the highly complex operations 
of business just as the functions of all living bod- 
ies are due to the processes of nature. Accounting 
concepts and methods are merely the application 
of study and experience in dealing with these costs 
and they are subject to change and improvement 
as knowledge progresses. To endeavor to fix them 
by law or any other method is as absurd as to en- 
act that the surgeon shall cut thus far and no 
further, the physician prescribe only a particular 
dosage for any ailment.” 

The theme merits development. The 
above statement of one hundred words 
would make a good introductory para- 
graph. Recipe for an article in any ac- 
counting periodical: Multiply the in- 
troduction by fifty and mail. 
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Some Questions About Regulation. The 
rates charged consumers of electric power 
and the return allowed investors in utility 
company securities are matters of public 
interest because so many people are 
directly concerned. And since a shift in 
policy seems to be in the making—from 
reproduction cost to original cost in the 
rate base—a wide discussion of the issues 
is in order. 

Although questions of price-making and 
economic policy are not in themselves the 
concern of accountants, the use of account- 
ing methods and data in reaching decisions 
in these areas is common enough to give 
accountants an interest in the questions 
involved. When discussion is joined about 
accepted accounting principles or estab- 
lished accounting concepts, accountants 
will naturally have views to express. 

The several queries that follow are 
formulated with the thought that they 
may promote discussion and thus help to 
crystallize opinion into good judgment. 


Since accounting is avowedly prag- 
matic, why is it so difficult for people to 
see that original cost is a workable and 
practical approach to rate problems, 
whereas reproduction cost and other 
valuation estimates are extremely time- 
consuming in actual use and the results 
obtained by value studies show such wide 
disparity as to be almost futile? 

If we must abandon “value” as the 
basis of commission-determined rates— 
as apparently we must, since use of that 
basis in the past has not proved to be in 
the public interest—and in place of it 
must follow statutory directives to use 
actual legitimate cost, where can the cost 
base come to rest except on actual con- 
struction cost to the original owner plus 
expenditures on subsequent new and addi- 
tional construction? Where is there a 
stopping place for a price-regulated enter- 
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prise along the road of intangible values, 
however one may differentiate real and 
fancied intangibles? 

Will the profession of public accounting 
make a greater social contribution by 
giving its support to, or by voicing sharp 
criticisms of, public agencies, when the 
activities of those agencies are conditioned 
by the fact that the agencies are charged 
by statute (after extended Congressional 
investigations) with the duty of creating 
conditions designed to prevent financial 
practices which in the past were clearly 
contrary to the public interest, and when 
the formal orders of the agencies are 
always subject to review by courts that 
invariably hold administrative agencies 
strictly _within their statutory author- 
ity? 

Since adminstrative agencies of the 
government are expected to act in the 
public interest and by statutory authority, 
is there not an implied obligation for them 
to go further than establishing rules, 
issuing legalistic orders of compliance, and 
seeking to enforce them against the com- 
panies through court action—a democratic 
obligation to foster public discussion of 
the meaning of the issues involved and 
the effects of the rules proposed, to the 
end that public opinion may be as well 
informed in the present, while the statutes 
are being put in operation, as it was in the 
past when the need for legislation was 
being considered? 

If we can say with conviction that 
bargaining as to a price and dealing at 
that price lodged in men’s minds long ago 
a conception of actual legitimate cost 
beyond the power of legislative enact- 
ments and regulatory rules to change, does 
it not follow that a direct attack upon the 
procedures by which price was in fact 
determined in specific cases will be likely 
to produce better results than an attack 
on the accepted conception of cost-price 
itself? 
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If the intangible values included in the 
purchase price of a property have derived 
from expected high earnings, and if the 
earnings do continue to be high, how can 
it be reasonably argued that there was no 
justifiable basis for the price paid? If earn- 
ings are reduced through a rate reduction, 
how can anyone successfully argue that 
intangible values resting on high earnings 
still attach to the property? How can an 
asset price be attacked as excessive (actual 
fraud and planned deceit excepted) until 
its presumed base in high earnings is 
demonstrably absent? 

Was the account breakdown of public 
utility acquisition cost intended from the 
first to be a means of securing the ultimate 
elimination from assets of all values other 
than cost to the first owner, whereas the 
account system was originally supported 
principally by contentions that the pro- 
posed segregation was necessary to a 
proper depreciation accounting and that 
the subdivided asset figures were needed 
for checking the correctness of appraised 
reproduction costs? 

With the courts as referee on the issue 
of turning from a long-established value 
rate-base to a newly conceived cost rate- 
base, is it not natural, even necessary, that 
someone shall act as an advocate for the 
consumer while another acts as advocate 
for the investor? But is it inevitable that 
each of the contending advocates shall 
take an extreme position in order to 
influence the compromise? Is it sensible to 
argue either that any price passed between 
two parties is a mark of legitimate cost, or 
that no price passed between closely asso- 
ciated parties can be a mark of legitimate 
cost? 

Since the issue between utility com- 
missions and utility companies is basically 
a social one of price-making outside com- 
petition, does an assertion that the price 
(or the price-base) can be affected by 
accounting policy (i.e., classifying-and- 
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reporting policy) have sufficient force to 
convert the views of accountants regard- 
ing the limited nature of accounting policy 
and practice into views that express 
prejudice against social reforms? 

If it is in the public interest that 
isolated or local power systems should be 
integrated as to management and inter- 
connected as to power load, is it not 
wholly reasonable (1) to believe that ail 
cost prudently incurred in creating inte- 
gration and interconnection, being rec- 
ognized as quite different from goodwill 
based on estimated high earning power or 
public favor, is a continuing asset so long 
as the public benefit of that integration 
continues in effect; and (2) to consider 
that public benefits such as are conferred 
by integration fully justify an income 
return to the investor and a service charge 
to present and future consumers? 

If a company can show that the price 
of a property set by purchase and sale 
within a scheme of related companies, or 
determined at the time of a reorganiza- 
tion, had in fact a reasonableness as of 
that time comparable with a price deter- 
minable by fully independent bargaining 
parties, what prevents such a price from 
being an actual legitimate cost as of the 
transaction date? And if the same sur- 
rounding conditions continue into the 
present, what reasoning would be neces- 
sary to justify special amortization of part 
of the price? 

If it is in the public interest to check 
the practice of making -fictitious deals 
which cover up the existence of high earn- 
ing power coming from the use of improved 
industrial technology and managerial skill 
(thus denying to consumers a share in the 
economies), is it also in the public interest 
to enforce rules and penalties which have 
the effect of discouraging the purchase and 
sale of power properties (such integration 
of companies being an important ap- 
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proach to improving service to con- 
sumers) ? 

Does full expiation for stock watering 
and overvaluation of properties in the 
past require, in addition to the elimination 
of asset write-up, the denial to investors 
of all profit benefits flowing from manage- 
rial initiative, cost reduction, ingenuity in 
development, and useful integration, and 
the transfer to consumers by lower rates 
of all such benefits as monopoly-derived 
excesses? 

If there are both efficient and inefficient 
operators of power companies, and if some 
companies serve rapidly growing markets 
for current while others serve more or less 
static markets, will the regulation of rates 
through blanket rules or accounting for- 
mulae give all operators a suitable return 
without penalizing either the low-cost 
producer or the high-cost producer? 

When and if, as an enforced accounting 
policy, integration costs actually incurred 
are removed from the property account 
and subsequently written off, what is to 
follow then? A change in the rate struc- 
ture? A modification of the return to 
investors? A call for contributions to 
capital surplus to make good the amount 
written off? 

If all benefit of increments of value 
accruing from the past is denied to in- 
vestors through present-day, enforced 
amortization of some part of property 
accounts, will investors in the future 
willingly furnish the capital needed for the 
continued development of the power in- 
dustry, while risking another later denial 
of benefit from subsequent increments of 
value? If private risk-capital, as a result 
of fear of the future, is not forthcoming 
in adequate quantities, will government 
money from taxation and public borrow- 
ing flow into the vacuum created by prior 
action of government agencies and Federal 
statutes? 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 
HENRY T. CHAMBERLAIN: 


pared by the Board of Examiners of 

the American Institute of Account- 
ants and were presented as the second half 
of the C.P.A. Examination in accounting 
practice held in May, 1945. The examinees 
were allowed four and a half hours to solve 
both problems. Each problem was given a 
weight of 25 points. A suggested time 
schedule is given below: 


Problem 1 
Problem 2 


T= FOLLOWING problems were pre- 


75 minutes 
120 minutes 


No. 1 


From the information following, prepare 
as of September 30, 1944 (a) summary 
statement of executors as to principal, 
showing assets remaining in the estate and 
(b) summary statement of executors as to 
income of the estate of Ben East, deceased. 

Ben East died July 7, 1943. His will ap- 
pointed two executors to administer his 
estate and provided for the payment of 
funeral and other necessary expenses and 
of general bequests, namely $10,000 to 
Cemetary on The Mount; $15,000 to 
PMW, a sister; and to each executor, 
$5,000 in lieu of fees. 

The testator at date of death was pos- 
sessed of the following: cash $52,000; 
accounts receivable $18,000; non-interest 
bearing notes receivable $10,000; first 
mortgage bonds 6%, interest J1 and Jl, 
principal amount $8,000 and appraised 
value $6,500; U. S. Savings Bonds, 3% 
interest Ji5 and J15, par value $100,000, 
appraised value, $101,500; 5,000 shares of 
Shell Mining Co., no par value, cost 
$50,000, appraised as valueless; 1,000 


shares of Atlas Amusement Corp., par 
value $100, appraised at $102 per share; 
semi-precious stones $5,280; clothing 
$1,375; furniture $7,500. 

A summary of cash transactions from 
July 7, to September 30, 1944 is presented 
as follows: 


Cash receipts: 

Accounts receivable collected (remainder 

Proceeds—sale of $70,000 U. S. ——- 
bonds on January 15, 1944 at $102 with- 

Dividends: 
$2.50 per share of Atlas Amusement 

Corp. declared payable to stockholders 
of record on July 5, 1943 and paid 
$2.50 per share of Atlas Amusement 
Corp. declared payable to stockholders 
of record January 5, 1944 and paid 

Proceeds—5,000 shares of Shell Mining Co. 
Co. at 10¢ 500 

Refund of 1943 overpayment of U. S. income 
tax (declaration tax paid $5,725, actual 
oceeds—sale of furniture.............. 

Other transactions—short-term notes col- 
lected at maturity; interest on all invest- 
ments collected. 

Cash disbursements: 

Administration expenses (Corpus $5,250; 
Legal and accounting services incident to 

U. S. Treasury Dept.—tax deficiency, 1940 
and interest thereon, $72 

Playa Co. 44% bonds—$20, 000 acquired on 
August 15, 1943, at $101 and accured in- 
terest (interest dates March 15 and Sep- 

Short-term notes—$5,000—6% short-term 
notes purchased on January 16, 1944 at 
100} interest January 15 and July 15, 
maturing in six months from date or pur- 
chase. 

Other transactions—general bequests paid 
in full, PMW taking semi-precious stones 
at appraised value to apply against be- 
quest of $15,000. 

Other transactions—clothing given to 
charity. 
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No. 2 


From the following information, con- 
cerning Dart Co., prepare a statement 
showing the estimated cost of producing 
13,500 tons of X product for the purpose of 
bidding on a government contract. 

Dart Co. manufactures X, a main 
product, and Y, a by-product. X is pro- 
duced and sold by the ton (2,000 pounds.) 
The raw material used in production con- 
sists of three ingredients, ‘“H,”’ “I,” and 
“J,”’ contained in both the finished main 
and finished by-product in proportions 
and at estimated costs per ton set forth 
below: 


“H”—40% at $8 per ton 
“T”—36% at $5 per ton 
“J”—24% at $7 per ton 


The contract for 13,500 tons of X repre- 
sents 60% of the budgeted 1945 production 
of X by Dart Co. 

Main-product X is manufactured 
through four processes, as follows: 


Process No. 1—Ingredients “H” and “I’”’ are 
issued at the outset of process No. 1; com- 
pleted work in process is transferred to 
process No. 2. 

Process No. 2—Ingredient ‘“‘H,’’ at the end of 
process No. 2, suffers a 5% weight loss due to 
evaporation and 10% of the remaining work 
in process is sold as waste at a nominal 
amount of $6 per ton; completed work in 
process is transferred to process No. 3. 

Process No. 3—Ingredient “J,” at the outset of 
process No. 3, is mixed with work in process. 
Ingredient ‘‘J” loses 4% of its original weight 
due to evaporation at the end of process 
No. 3. 

Process No. 4—In this final process, the ma- 
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terial is separated into main-product X and 
by-product Y in the proportions of 80% and 
20%, respectively, and such products are 
placed in salable form. 


Estimated direct labor per ton by pro- 
cesses is as follows: 


Process Direct labor per ton 
4.00 


Manufacturing overhead expense at nor- 
mal capacity, ie., 75% of a total plant 
capacity of 25,000 tons annually of X, is 
as follows: 


Process Variable Fixed Total 
$ 60,000 $30,000 $ 90,000 
Ra 62,000 18,000 80,000 
50,000 20,000 70,000 

,000 16,000 ,000 
$212,000 $84,000 $296,000 


At the normal capacity level, general 
manufacturing overhead expense applic- 
able to the factor as a whole amounts to 
$60,000, of which 40% is fixed. 

It is expected that the units called for 
by the government contract, coupled with 
the company’s curtailed civilian produc- 
tion during 1945 will reach 90% of total- 
plant capacity measured in finished units 
of product X. 

Product Y is expected to sell for an 
estimated $20 per ton, before deduction for 
handling, selling and administrative ex- 
penses of $2.50 per ton. 

Carry all computations to two decimal 
places. 


2,500 
2,500 
500 
375 
5,150 
$1,750 
6,500 
14; 450 
522 
20,575 
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Solution to Problem 1 


(1) 
Notes receivable—non-interest 10,000.00 
Accrued interest receivables on mortgage bonds.............-...-:+eeeeeeeeeee 9.24 
Accrued interest receivable on U. S. Savings bonds. 1,422.06 
Stock in Atlas Amusement Corp. (1,000 shares). 102,000.00 
To set up inventory. 
(2) 
Dividends receivable—Atlas Amusement Corp................00ceeeeeeeeeeees $ 2,500.00 
To set up asset not inventoried. . 3) 
To set up asset not inventoried. 4) 
To set up legacies. 
(S) 
To record partial payment of legacy. 6) 
6 
To record clothing given to charity. 
Cash Records 
Cash Receipts 
General Gain or Principal Income Total 
Balance per inventory.................- $ 52,000.00 $ 52,000.00 $ 52,000.00 
18,000.00 *$3,000.00 15,000.00 15,000.00 
71,050.00 350.00 71,400.00 71,400.00 
Dividend receivable—Atlas............... 2,500.00 2,500.00 2,500.00 
Dividend income—Atlas................. 2,500.00 $2,500.00 2,500.00 
Shell Mining Co. stock (5,000 shares)...... .......... 500.00 500.00 500.00 
Claim for refund of Federal taxes.......... 375.00 375.00 375.00 
Interest on short term notes, less premium. . 125.00 125.00 125.00 
Accrued interest receivable—U. S. Bonds... 1,422.06 1,422.06 1,422.06 
Interest income—U. S. Bonds............. 2,027.94 2,027.94 2,027.94 
Accrued interest receivable—mortgage bonds 9.24 9.24 9.24 
Interest income—1st mortgage bonds. ..... 470.76 470.76 470.76 
Accrued interest receivable—Playa Co...... 375.00 375.00 375.00 
Interest income—Playa Co................ 975.00 975.00 975.00 
$164,355.00 *$4,500.00 $153,756.30 $6,098.70 $159,855.00 
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Princi ae Total 

U. S. Treasury Dept.—tax deficiency, 1940 and interest............. 522.00 522.00 
Playa Co. 44% bonds (20,000,00 acq. 8/15/43 at 101)............... 20,200.00 20,200.00 
Accrued interest receivable on Playa Co. bonds.................... 375.00 375.00 
Short-term notes 6% (5,000.00 acy. 1/16/44 at 1004)............... 5,025.00 5,025.00 

$ 81,042.00 $1,250.00 $ 82,292.00 

$153,756.30 $6,098.70 $159,855.00 


Estate of Ben East Deceased, A and B, Executors 
Summary Statement as to Principal 
July 7, 1943 to September 30, 1944 
The executors are accountable for the following: 
Assets, per inventory, July 7, 1943: 


Notes receivable—non-interest bearing. . ... 10,000.00 
Accrued interest receivable on mortgage bonds. ..............-:0+++eeeeees 9.24 
Accrued interest receivable on U.S. Savings bonds..............-.:.0-eeee0+ 1,422.06 
Stock in Atlas Amusement Corp. (1,000 shares) appraised................-... 102,000.00 
Assets subsequently discovered: 
Dividend receivable—Atlas Amusement Corp..............-.:-0eeeeeeeeees 2,500.00 2,875.00 
The executors credit themselves with the following: 
U. S. Treasury Dept.—tax deficiency and interest, 1940. ...... 522.00 
Net loss on disposition of corpus assets: 
$ 6,725.00 
Proceeds of sale of Shell Mining Co. stock.................eeeseeeeee 500.00 
$ 850.00 5,875.00 
Legacies paid: 
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Cash Disbursements 
= 
500.00 = 
375.00 
000.00 
000.00 
000.00 
500.00 
500.00 
500.00 
150.00 
025.00 
125.00 
£22 .06 
027 .94 
9.24 
470.76 
375.00 
355.00 
q 
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Notes receivable—non-interest bearing 


Stock in Atlas Amusement Corp. (1,000 shares) appraised value 


Playa Co. 44% bonds, at cost........ 


Estate of Ben East, Deceased, A and B Executors 
Summary Statement as to Income 
July 7, 1943 to September 30, 1944 
The executors are accountable for the following: 


Dividend from Atlas Amusement Corp 
Interest on U. S. Savings bonds...... 
Interest on 1st mortgage bonds...... 
Interest on Playa Co. bonds......... 
Interest on short term notes......... 
Less amortization of premium....... 


The executors credit themselves with the foll 
Administration expenses............. 


Balance of cash on hand, September 30, 1944 


Norte: Premium on Playa Co. bonds should be amortized as a charge to income. The problem does 


owing: 


not give sufficient information to compute this adjustment. 


Solution to Problem 2 


13,500 T of product X will result in a total production of main product and by-product of 13,500 T+.8 or 


16,875 T 
16,875T=6,750T of H 
6,075T of I 
4,050T of J 


Material requirements: 
Raw material H: 


The amount of H transferred to Department 3 is 6,750T. The amount of H in Department 2 before waste 
loss is 6,750+.9 or 7,500T. The amount of H started in production is 7,500+ .95 or 7,894.74 Tons. 


Raw material I: 


The amount of I transferred to Department 3 is 6,075T. The amount of I started in production is 6,075+.9 


or 6,750. 
Raw material J: 


The amount of J in the finished production is 96% of the amount started in production. The amount started 


in production is 4,050+.96 or 4,21 


8.75 Tons. 
Dart Co. 


Schedule of Estimated Raw Material and Direct Labor Cost 
of Producing 13,500 Tons of Product X 


Department 1 
$170,131.62 
Department 2 
Raw material and direct labor cost from Dept. 1....................000eeeeeee 14,644.74T $170,131.62 
12,825.00T 161,581.62 
Direct labor—12,825 tons@$2.50 per ton... eee 32,062.50 


12,825.00T $193,644.12 
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Department 3 

Raw material and direct labor cost from Dept. 2...............cccececeeeeeues 12,825.00T $193,644.12 

16,875.00T $223,175.37 
ldbor—16,875 tons at $3.00 per 50,625.00 
16,875.00T $273,800.37 

Department 4 
Raw material and direct labor cost from Dept. 3................cceeeeeeeeeees 16,875.00T $273,800.37 
Direct labor—16,875 tons @4.00 per ton....... 67,500.00 
16,875.00T $341,300.37 
By-Product Y at net sales value of $17.50 per ton................s.eeeeeeeeeee 3,375.00T 59,062.50 
Raw material and direct labor cost of product X.............ccccececeeeeeceees 13,500.00T $282,237.87 
Dart Co. 
Statement of Estimated Cost of 13,500 Tons of Product X 

Raw material and direct labor costs (See Schedule)... .............cccccccccccccceseccaceeees $282 ,237 .87 
Manufacturing overhead—fixed (60% of $84,000.00) (Note 50,400.00 
overhead—variable (60% of 120%) of $212,000.00). 152,640.00 
General manufacturing overhead—fixed (60% of $24,000. 00) 14,400.00 
General manufacturing overhead—variable (60% of 120% 25,920.00 
$525 ,597 .87 


Nore 1, The expected production is 22,500 tons of X and the government contract of 13,500 tons of X is 
equivalent to 60% of the expected production. 

Nore 2. The expected production is 120% of the normal production of 18,750 tons of X and the government 
contract is 60% of that amount. 

Nore 3. The problem is not clear with respect to the departmental direct labor cost. In this solution the cost per 
ton was applied to total production finished in each department irrespective of the fact that part of the 
production became by-product. It would be equally proper to assume that the labor cost per ton applied 
to the number of ton started in a department. 
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Internal Auditing—Philosophy and Practice. Institute of 
Internal Auditors. (Stamford, Connecticut: Brock 
& Wallston, 1944. Pp. xvi, 249.) $2.50 


“Internal Auditing: Philosophy and Practice” was 
published in 1944 by the Institute of Internal Auditors. 
It follows the first book published by that Institute en- 
titled, “Internal Auditing: A New Management Tech- 
nique.”” Both books represent a symposium of papers 
and speeches pertinent to the subject, delivered, for the 
most part, by members of the new organization—lInsti- 
tute of Internal Auditors. This new organization was 
formed in 1941 to foster and to make articulate a new 
profession—that of internal auditor. 

The foreword points out that the ideas expressed are 
those of the authors and are not necessarily those of 
the Institute. 

As a result of its youth, the objectives of the profes- 
sion are not too well defined and there is much groping 
and contradiction in the papers in an effort to find their 
niche in the world. This particular book will provide one 
interested in internal auditing activities with a knowl- 
edge of the thought processes and aspirations of that 
group. It is not a textbook in any sense of the word, 
but students of accounting would do well to read it as 
collateral reading. It would be more effective in ac- 
complishing the objectives of the Institute if the sections 
on philosophy could be placed before senior manage- 
ment of those companies with internal auditing staffs. 

The papers have been well written and are satisfying. 
The preface, written by the 1943 president of the Insti- 
tute, lists the accomplishments from the inception of the 
organization to date. One wonders, in the light of asser- 
tions throughout the discussions in the book concerning 
broad intellectual attainments requisite for the profes- 
sion, why no relationships have been established with 
university colleges of business administration. 

Philosophy and Practice of Internal Auditing is di- 
vided into six sections. Section one is concerned with in- 
ternal auditing techniques. It consists of four papers on 
“The Functions of the Internal Auditor,’’ “Manuals and 
Working Papers for Internal Auditors,’ “‘Role of the In- 
ternal Auditor in Development and Installation of Com- 
pany Procedures,”’ and “Safeguarding the Assets of Our 
Institutions.” 

The first paper states that the auditing department’s 
job is to do two things: (1) See that the operations of the 
company are being performed as the executives want 
them to be, and (2) work closely and in cooperation 
with the Public Accountants. The second paper sug- 
gests the development of internal auditing manuals to 
supplement accounting manuals. There is a rather in- 
complete outline of working papers. The third paper is 
in defense of the statement that the role of the internal 
auditor should not be that of a systems man. The last 
paper in the first section, on safeguarding the assets of a 
bank, contains as a conclusion a statement (perhaps 
intended to be facetious but which contains more truth 
than poetry many times), which is similar in part to 


some descriptions one sees of cost accountants—man- 
agement wants supermen with the pay of clerks. The 
statement follows: “The auditor should be an account- 
ant, a lawyer, an income tax expert, a psychologist, a 
news hound and work horse, and an inveterate reader of 
every good banking periodical.” 

The second section is on internal auditing and its 
relationship to business management. It consists of six 
papers. The first paper concludes that the internal “‘au- 
diting department is one of the finest training grounds in 
the company for any type of executive or administrative 
position.”” Many firms are now successfully using it as 
such. The second paper is concerned with the growth of 
internal auditing departments and how they may be 
sold more effectively to management. The third paper 
is on the effect of management policies on the activities 
of the internal auditor. It points out that the work of the 
department must be well defined if it is to function most 
effectively. The last two papers in the section deal with 
the relationship of the internal auditor to stockholders 
and directors and represent him as an internal manage- 
ment engineer. The section concludes with a statement 
from a representative of management on the human as- 
pects of auditing. 

Part three of the book deals with the relationship be- 
tween the internal auditor and the public accountant. 
The consensus of opinion seems to be that the internal 
auditor can be of great help to his company and its pub- 
lic accountants by providing those public accountants 
with complete descriptions of procedures followed and 
by making available to them if they so desire complete 
working papers on work done. 

The fourth section is devoted to a very interesting 
discussion of the viewpoint of the Securities and Ex- 
change Commission on internal auditing. The author— 
the chief accountant for the Commission—cites numer- 
ous instances in which an adequate internal auditing 
staff would have established internal controls and checks 
which would have prevented fraudulent practices and 
losses later disclosed. He points out, however, that the 
public accountant shouid not lose his independence and 
unbiased attitude by depending too much on the work 
and help of the internal auditing staff. 

Part five is concerned with internal auditing and war- 
time problems as they existed at that time. It is hoped 
that procedures such as are discussed and described in 
that section will not become a permanent part of our 
economy. The value of the section lies in the realm of 
history and, whereas contract terminations are very im- 
portant today, the procedures described in this section 
have been and are subject to change. 

The concluding section is one of the most thought- 
provoking to one interested in the future possibilities for 
the internal auditor and in the problems which he faces. 
The last article points out four very important obstacles, 
from the standpoint of recognition, which face the in- 
ternal auditor. These are listed as the “misnomer’’—in- 
ternal auditing is much broader and more important in 
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scope than the term implies; the lack of understanding 
of the function; the illogical position of the auditor in 
the administrative organization setup; and the fact that 
management itself is in a transition period—that there 
is no such thing as a “science’”’ of management. 
MERRILL Boyp DILLEy 
Eastman Kodak Company 
Rochester, New York 


Andrea Barbarigo, Merchant of Venice, 1418-1449. 
Frederic C. Lane. (Baltimore: The Johns Hopkins 
Press, 1944. Pp. 224. $2.25.) 


This study is properly called a business biography. 
The materials which Professor Lane consulted are the 
letters and books of account of Andrea Barbarigo, of 
various of his business contemporaries and associates, 
and of Andrea Barbarigo’s heirs. There seem to have 
been both a primary and a secondary aim in presenting 
this little volume. Says the author: “I am not concerned, 
as is the true biographer, with the individual for his own 
sake and with his whole personality. I am interested in 
the individual as a means of interpreting certain insti- 
tutions of his time. . . .One reason why business records 
are of special value as sources for the historian is that 
they show the connection between the institutions and 
the individual’”’ (p. 4). The secondary aim of the author 
seems to have been to add a footnote to, if not to correct, 
received history of double entry bookkeeping. 

Andrea Barbarigo and his heirs were really not im- 
portant figures in the history of the Venetian republic, 
either in the political or in the commercial realm. In 
fact, had the Barbarigos been important political fig- 
ures, a history of their business transactions would be 
both drab and uninformative; and had these people been 
members of an established commercial] family it is likely 
that the recorded transactions would have reflected 
quite inadequately the economic temper and climate of 
the times. Andrea Barbarigo was an independent 
merchant who sought through wide and varied trading 
operations to recoup the fortune which his father had 
lost. To such men as Andrea Barbarigo the state was an 
ever-present and an all-powerful conditioner of the way 
in which they operated. As Professor Lane states it, the 
business transactions of these independent merchants 
reflect most clearly “the kind of mercantile calculation 
and behavior favored by contemporary conditions” (p. 
5). 

The general excellence of the journals and ledgers 
kept by Andrea Barbarigo has long been recognized. 
Pages from these books have been reproduced in vari- 
ous histories of accountancy to prove that the art of 
keeping accounts by the double entry system has been 
practiced long enough to be respectable, and has been 
serviceable to society long enough to warrant serious 
inquiry into its origins. ‘The historians of accounting,” 
however, says Professor Lane, “have not understood 
the business problems.’’ As a consequence, he continues, 
“in order to use the account books as sources of this 
study I have had to re-examine the history of double 
entry”’ (p. 153). On the basis of Professor Lane’s study 
there is good reason to assert that the Barbarigo books 
were not kept according to strict double entry princi- 


ples. But Professor Lane apparently wants to avoid 
such a conclusion. He suggests that the reliability of his 
study might be impugned if the Barbarigo books did not 
carry the double entry insignia; in any case, 

Lane does speak of the necessity of “qualifying the wit- 
nesses whose testimony is to be taken” (p. 153). Surely 
we have not arrived at the place where credible con- 
clusions can be derived only from the investigation of 
business records which have been kept according to the 
double entry scheme. 

On the other hand, too, it is possible that Professor 
Lane does not himself possess too clear a concept of all 
that is embraced within the idea of double entry. He 
does not, for instance, indicate that he has consulted 
Professor Littleton’s Accounting Evolution to 1900 for 
the view presented there of the content and meaning of 
this hard-to-define term. Nowhere does Professor Lane 
indicate what he considers to be the minimal require- 
ments or earmarks of a double entry system. The diffi- 
culty of terminology is pointed up by certain facts dis- 
closed by the study. The trial balances (conto saldo) 
which Andrea Barbarigo is said (p. 173) to have ab- 
stracted from his ledgers were taken at most irregular 
intervals; these trial balances did not balance (a fact 
which did not seem to indicate to Andrea that anything 
was wrong with his bookkeeping processes); and these 
trial balances were used only (with possibly one excep- 
tion) for the sole purpose of transferring account bal- 
ances to new ledgers. Can the Barbarigo books really be 
said to have been kept in accordance with double entry 
principles? Furthermore, one wonders what Professor 
Lane means when he suggests that Andrea Barbarigo 
must have used a work sheet “to secure from his conto 
saldo a simpler statement of his assets and liabilities” 
(p. 178). Surely it is not usual to think of a trial balance 
as a complex statement of the assets and liabilities of an 
enterprise. 

Allin all, Professor Lane has made a good case for the 
proposition that the history of double entry needs to be 
re-examined. Either Andrea Barbarigo’s accounting 
procedures did not measure up to the best standards 
of his time, or the theory and practice of accounting 
progressed rapidly between 1449 and 1494. If the latter 
be the case, then it may be that Luca Pacioli was a more 
original thinker than he is currently assumed to be. But 
whatever the final judgment upon the need for re-exami- 
nation of the history of double entry, or even whether 
Andrea Barbarigo kept an acceptable double-entry set 
of books, the excellence of this business biography is 
dimmed not a bit. 

Raymonp C. DEIN 

University of Arkansas 


Excess Profits Tax Relief: The Cyclical Provisions. 
Joseph L. Snider. (Boston: Harvard University 
Graduate School of Business Administration, Divi- 
sion of Research, 1944, Pp. iv, 30. $1.50.) 


The importance of excess profits tax relief stemming 
from Section 722 of the Internal Revenue Code has 
brought a flood of literature, much of which is couched 
in vague terms, merely rewording the Treasury Regula- 
tions and rulings. This study is definitely not of this 
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type, for it analyzes carefully that subsection which 
provides relief on cyclical grounds. 

The first part of the study is a critical examination of 
two relief claims which have been filed. The author 
points out that the law requires that earnings of the 
taxpayer and the industry must be depressed in the base 
period (1936-1939) before relief can be granted and that 
data on sales and production prove nothing about earn- 
ings. This may be correct, but earnings data for the in- 
dustry of which the taxpayer is a member may be ex- 
ceedingly difficult to obtain. The Statistics of Income 
(U. S. Treasury Department) figures are for broad 
classifications of industries, and corporate reports may 
not be available for any other corporations in the same 
industry. Production data may be the only evidence as 
to earnings that can be obtained. 

The second part of the study is an analysis of the 
principal questions involved in the interpretation of the 
cyclical provisions of the law. The author points out 
that the even cyclical fluctuation of business in general 
is due to the averaging of many industries and many 
companies, and that this same smoothness cannot be 
expected for the individual company. The difficult ques- 
tion as to whether a company with a short life can be en- 
titled to relief is answered in the negative, but if this is 
correct, a substantial inequity will be present unless 
these taxpayers are granted relief on the grounds that 
they commenced business “immediately prior to the 
base period.” That earnings history of the taxpayer 
should be adjusted for capital changes but not for 
growth without capital changes is another conclusion. 
This also would result in discrimination. 

Perhaps the most useful part of the study is an analy- 
sis of the Statistics of Income data from 1922 to 1939. 
These data are not homogeneous, and most of the early 
claims for relief will probably now need correction. What 
basis is to be used is a debatable matter, and one on 
which the author and the Bureau of Internal Revenue 
disagree. The conclusion reached in the study is that 
interest on all government obligations owned should be 
included in income and dividends received from domes- 
tic corporations should be excluded. An adjustment 
should then be made for changes in equity capital with 
the result that earnings for 1936-1939 are 20 per cent 
above the 1922-1939 average. The Bureau of Internal 
Revenue finds that 1936-1939 earnings are not above 
the 1922-1939 level. This is merely one of the many is- 
sues which will ultimately be settled by the Tax Court. 
Accountants with a flair for statistics and economics will 
find the road to tax relief much easier than the account- 
ant not so versed, but both groups should find studies 
such as this one of very great value. 

Cart L. NELSON 

University of Nebraska 


Here Comes Tomorrow. A. W. Zelomek. (Chicago: Ziff- 
Davis Publishing Company, 1944. Pp. v, 127. $2.00.) 


Here Comes Tomorrow, subtitled, “An Economist’s 
Forecast for the Next Ten Years,” is an interesting de- 
parture in the field of business writing. It represents a 
two-way expansion of the business newsletter—a quan- 
titative expansion and an expansion with reference to 


the time factor. Zelomek treats the next ten years much 
as the Washington business correspondent deals with 
the next ten days—concretely and specifically. 

Since the book is interpretative and predictive in 
character, a word should be said about the author and 
his point of view. Zelomek identifies himself as a prac- 
ticing economist, ‘‘the economist who works at his trade 
in the business world,” as distinguished from the aca- 
demic branch of the profession. In his introduction, 
however, he seems to be even more ambitious than the 
college economist when he assigns to economics virtually 
the whole of social science. The introduction is unfortu- 
nate in that it may prejudice many readers, both aca- 
demic and otherwise, by reopening the old theory versus 
practice argument in such a way as to cause one to ques- 
tion the author’s grasp of the methodology of social sci- 
ence. On the other hand, Zelomek’s experience, both in 
business and in government service, should give him the 
perspective necessary for formulating his commentary 
on the shape of things to come. This he does with vigor 
in fact-filled pages which go a long way toward filling 
the gaps with reference to the happenings of the late 
*thirties and early ’forties—the period which has been 
classed as “too late for news and too early for history.” 
Against this background, the trends of the future are 
sketched and analyzed. 

The first five chapters are devoted to postwar world 
relief needs, reconversion, postwar employment, price 
trends and monetary problems, and taxation and gov- 
ernment spending. The analysis produces few new view- 
points, but a very definite contribution is made in the 
bringing together of facts and expert opinion on these 
subjects. These chapters are excellent for orienting 
those who have been unable to keep up on socio-eco- 
nomic events as they have happened during these hectic 
years. 

Chapters six and seven deal with the American home 
in terms of both its physical and institutional character- 
istics. Zelomek believes that our desires for postwar 
housing units have outrun our physical and economic 
possibilities, but that home equipment and appliances 
will flow from our assembly lines in great quantity and 
that such items will be available at reasonable prices. 
It is in connection with this discussion of the home and 
the family that Here Comes Tomorrow reveals a series of 
relationships well worth serious consideration. Zelomek 
points out that whereas the near-breakdown in Ameri- 
can family life following World War I contributed to our 
readjustment problem then, the relatively stronger 
present position of the home may this time give us a 
point of focus for the sound rebuilding of our peacetime 
social and economic structure. This he attributes largely 
to the relatively calm and objective fashion in which we 
have approached the present conflict in contrast to our 
great illusions and disillusionment during and after 
World War I. Here, as in his discussion of the impor- 
tance of timing in connection with reconversion, the 
author successfully blends economic and psychological 
considerations. 

Chapters eight, nine, and ten present realistic discus- 
sions of the postwar fate of the aircraft industry and air 
transportation, problems of postwar foreign trade, and 
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a summary of the postwar economic ambitions of the 
great and near-great nations of the world. Rarely has 
so much been said in so few pages. 

Chapter eleven finds the author throwing caution to 
the winds and casting ‘‘economic horoscopes” for specif- 
ic groups within the economy. Prospects for the next 
decade are discussed for servicemen, businessmen, 
workingmen, farmers, home owners, professional peo- 
ple, and women. 

Of the general business future, Zelomek believes we 
will have a decade of prosperity. His final paragraph 
gives us a solemn challenge to meet the problems of the 
future squarely, . . . “we are offered a second chance. Is 
it reasonable to expect a third?”’ 

Here Comes Tomorrow is a provocative book designed 
to crystallize thought upon the important issues of our 
time. 

WENDELL R. SMITH 

University of Iowa 

Towa City, Iowa 


The Economics of Peace. Kenneth E. Boulding. (New 
York: Prentice-Hall, Inc., 1945. Pp. ix, 278. $3.75.) 


In this book Boulding approaches one of the most 
perplexing problems in the field of education, that of the 
“intellectual middleman’”’ for the dissemination of eco- 
nomic ideas. The book is interestingly written and meets 
many controversial issues without the usual academic 
side-stepping. 

The Economics of Peace is divided into two parts, the 
first treating the economics of reconstruction, while the 
second and larger part is devoted to the economics of re- 
form. The first part provides a rapid survey of the physi- 
cal and financial problems of reconstruction, a short case 
study of Europe from 1918 to 1928, and a chapter on the 
prospects for the future. 

Boulding’s approach to the problems of reconstruc- 
tion is cast largely in terms of physical reconstruction; 
he points to the necessity of providing something more 
than “relief”? for the devastated areas of the world and 
suggests that whenever possible direct aid should be 
supplemented by other forms of aid which will raise the 
production potential of the needy nations. Thus ship- 
ments abroad should include substantial quantities of 
such things as fertilizers, livestock feed, agricultural 
machinery and equipment, and the like. It is recognized, 
however, that such items can not form the sole ship- 
ments in the early stages of the relief program, but can 
be effective only after initial shipments of foodstuffs and 
clothing have been made. In all, he estimates the need 
for relief in Europe will not end with the first postwar 
year, but will continue for five or six years. During this 
period Boulding believes the Axis nations must be led 
(and welcomed) back into the fold of “polite society,” 
saying that: 


“The only logical solution to the problem (of what to do 
with Germany and Japan) is that of reconciliation—that 
is, the attraction of these countries into a world system 
of responsible government. If this is to be done, the 
problem of reconstruction must be looked at from a 
world point of view, not from the point of view of any 
particular nation. ... The accidental friendships and 


enmities of the destructive monsters that we call ‘na- 
tions’ may be important in their own right to the na- 
tionalist; but the scientist must be a servant of truth 
rather than of his nation, and as truth respects no po- 
litical boundaries, neither must he’’ (p. 68). 


The more important second part called “the eco- 
nomics of reform’ is concerned with such topics as “eco- 
nomic progress,” “justice in distribution,” “unemploy- 
ment,” “international trade,’’ “doctrinaire illusions,” 
and, finally, a chapter entitled “An Appendix on Poli- 
tics and Morals.” This last chapter is a catch-all for the 
author’s comments on miscellaneous topics, a few of 
which are rather penetrating. 

Boulding’s treatment of unemployment will probably 
attract the most attention and comment. His presenta- 
tion of the economic aspects of this problem is clear and 
forthright, and exhibits a skillful blending of Hansen’s 
long-term analysis and the circular-flow approach to eco- 
nomic activity. The necessity of sustaining purchasing 
power to keep this circular flow on an evenkeel is rec- 
ognized as the inescapable duty of the Federal govern- 
ment, the only agency sufficiently powerful to protect 
society from alternate periods of inflation and deflation. 
But at this point Boulding parts company with the 
Keynes-Hansen entente. His solution is not one of public 
works projects to prevent or alleviate unemployment. 
Rather he argues for a refurbished compensatory tax 
plan: high taxes to drain off purchasing power during 
periods of sharply rising prices and low taxes (“nega- 
tive taxes’’—personal cash subsidies—if necessary) dur- 
ing periods of falling prices. A bi-monthly or quarterly- 
collected personal income tax is the mainstay of this 
plan. It should be noted that this solution is logically 
impeccable if one accepts his identity of public works 
projects and “boondoggling,”’ i.e., uneconomic use of 
resources. (True, he recognizes the necessity of non- 
pricing-system governmental activity but believes such 
activity should be undertaken purely on its own merits 
aside from the attempt to prevent unemployment.) 

What would appear to be one of the most serious 
flaws of the tax plan—negative taxation—is dismissed 
rather hastily. He argues that if the plan is put into use 
the need for “negative taxation” will be largely obviated 
because “‘if people knew that deflation or inflation would 
both be prevented, they would not expect deflations and 
inflations, and as we have seen, it is the expectation of 
price and income movements which is the main factor in 
causing them” (p. 165). One can agree that “confi- 
dence” plays a large part in the downward swing of 
prices during a recession period, but few would be will- 
ing to assign it the overwhelming importance which 
Boulding does. Certainly business cycle theory has more 
to offer in explanation of cyclical disturbance than the 
caprice of individual expectations. To the extent that 
such expectations are reflections of a realistic appraisal 
of underlying economic maladjustment, any plan which 
seeks merely to augment purchasing power simply pro- 
vides an overlay of camouflage. In addition it is to be 
questioned whether the prospect of cash subsidies dur- 
ing a depression would provide a sufficient bulwark to 
confidence, and whether the problem of equity in their 
distribution, administration, and adjustment might not 
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be greater than Boulding anticipates. Under some con- 
ditions public works would appear to be a more attrac- 
tive alternative. 

On the whole, however, Mr. Boulding should be com- 
mended. His book deals with topics of real importance 
in an interesting and nontechnical fashion; it is more 
nearly a handbook than a text. As supplementary read- 
ing in economic courses it should stimulate students 
in topics too often deadened by the usual textbook ap- 
proach. 

L. G. Hines 

University of Minnesota 


Sound Policies for Bank Management, Robert G. Rod- 
key (New York: The Ronald Press Company, 1944. 
Pp. xiv, 224. $4.00.) 


In this book Professor Rodkey discusses the way in 
which a practical banker might approach the solution of 
four problems which will be of dominant importance to 
bankers in the postwar period. The first two problems 
involve the maintenance of liquidity and long-run 
solvency. Specifically, how should a banker, in this era 
of low interest rates, reconcile the conflict between prof- 
itability on the one hand and liquidity and long-run 
solvency on the other? To illustrate the way in which an 
optimum distribution of earning assets with respect to 
both quality and maturity might be obtained, Pro- 
fessor Rodkey presents a series of financial statements 
showing the adjustments that might profitably be made 
in the earning assets of an hypothetical bank. 

Of particular interest to accountants are the last two 
sections, the first of which deals with public relations 
and the second with relations between a bank’s manage- 
ment and its board of directors. In the section on public 
relations Professor Rodkey devotes thirty pages to a 
discussion of the financial statements of banks. In gen- 
eral, it is Professor Rodkey’s position that bank state- 
ments should provide depositors with enough informa- 
tion to permit an appraisal of the liquidity and long-run 
solvency of a bank. Finally, in the last section, the au- 
thor discusses the way in which “the fundamental abil- 
ity and sound judgment of the board of directors can be 
brought to bear to the best advantage on these problems 
and thus to insure that the decisions shall be sound.” 

Despite its subtitle, “A Discussion for Bank Officers 
and Directors,’’ the reviewer suspects that this book 
could be used quite effectively as a text in a course in 
bank management. The author’s style is clear and con- 
cise and his practice of developing arguments in terms of 
practical examples is commendable. 

In the sections dealing with liquidity and solvency, 
it is unfortunate in the reviewer’s opinion that more at- 
tention was not paid to the effects on postwar banking 
problems of wartime changes in the liquidity of the 
economy. The large growth in bank holdings of govern- 
ment securities coupled with the large increase in cur- 
rency in circulation would, no doubt, serve to limit the 
shrinkage in bank deposits in the event of a postwar 
depression. In fact, it may be argued that, given the war- 
time structure of bank assets, a depression would in- 
crease rather than decrease total bank deposits! More 
attention might also have been paid to the possibilities 
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of borrowing from the Federal Reserve Banks as a means 


of meeting short-term drains of funds. 
E. T. WEILER 
Ohio Wesleyan University 


Regression Analysis of Production Costs and Factory 
Operations. Philip Lyle. (London: Oliver & Boyd, 
Ltd., 1944. Pp. xii, 208. 15/—.) 


This volume is intended primarily for the practical 
industrialist who may be interested in a statistical anal- 
ysis of production costs. The presentation is on an ele- 
mentary level with little emphasis on the mathematical 
or logical content of the formulae employed. This is per- 
haps as it should be, although the dangers of enthusias- 
tic but ill-considered use of handbook procedures are 
great. Mr. Lyle gives evidence that he is aware of most 
of them. 

The object of the statistical cost analysis is to deter- 
mine how total costs change with changes in output, 
other things being equal. This necessarily imposes im- 
portant restrictions on the length of the period over 
which the data are collected. Given a satisfactorily de- 
fined sample of observations representing associated 
output (assumed free of error) and total costs, say for 
weekly periods, a short-period statistical cost function is 
easily determined by standard regression analysis. The 
regression function may be of any elementary form: the 
author regards a linear function, or at most a quad- 
ratic function, as sufficient when a single homogeneous 
commodity is involved. If more than one product is 
manufactured, and different costs are involved, multi- 
ple regression analysis is required. The statistical sig- 
nificance of the mean value, the coefficient of correla- 
tion, the regression constants, and the individual regres- 
sion values of costs must be determined. The author 
quite properly bases his reliability tests on the well- 
known small-sample theory of R. A. Fisher. The general 
expression for the required fiducial limits is given by 
E+t/V(E) where E is any of the statistics to be tested 
and V(£) is the corresponding variance. The author 
chooses a significance level of 0.95, and the required 
value of ¢ for this (or any other) level is found from the 
tables of ¢ when entered with the appropriate degrees of 
freedom. 

If the general linear function Y = ¢+-5z is fitted to the 
data by least squares, then the constant a represents the 
total fixed costs (the estimated costs when output is 
zero) and b is the marginal cost. Since } is a constant, a 
linear cost function represents marginal costs as con- 
stant over the range of output for which the regression 
is valid. The mean coordinate (#, 9), which lies on the 
regression line, may be regarded as the planned produc- 
tion for the period covered by the short-term analysis, 
and actual output fluctuates about this level. If the 
planned production level is changed, output fluctuations 
take place about a new level and a new regression line 
is made necessary by the fact that a new classification of 
costs between fixed and variable has been imposed by 
the mere lapse of time. This question will be reconsid- 
ered below. The locus of the mean coordinates (2, 9) for 
the short-period cost functions is termed the long-run 
cost function. For a full specification of the latter func- 
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tion it is necessary to express the overhead cost and the 
fixed factory cost—the two components of the total 
fixed cost—as functions of the planned production level 
This can be accomplished by graduating the estimates 
of these costs for different production levels; that is, 
the cost accountant must guess at the classification be- 
tween fixed and variable plant elements for each pro- 
duction target. It follows that the time interval allowed 
must be just sufficient for this classification to be real- 
ized as an average. If now it is assumed that the slope 
of some specific short-period cost function can be taken 
as a parameter, a long-period function relating changes 
in planned production and total costs can be derived. 
The relevant cost elements must, of course, be cor- 
rected for changes in their prices. 

What do these costs functions mean? Undoubtedly 
the short-run cost function will provide the cost ac- 
countant with useful predictions of total costs for dif- 
ferent outputs. The accuracy of these predictions will 
depend on the goodness of fit of the regression function. 
The use of the regression coefficient as an estimate of 
marginal cost requires high correlation. The usefulness 
of the long-period cost function is limited to output 
changes which occur essentially within the same plant— 
in the broader sense. This follows from the assumption 
that the mean coordinates, the locus of which defines the 
long-term function, all lie on short-term regression lines 
having the same slope. 

Perhaps of greater importance to the economist is the 
reconciliation of these statistical functions with those 
customarily assumed by economists. It should not be 
surprising that the author, along with Joel Dean and 
others, should have found linear regression functions, 
and hence constant marginal costs, within their appli- 
cations. Statistical cost functions must generally be 
based on output changes with relatively short periods, 
e.g., one year, and it is then likely that the range of 
variation in output to which the empirical function ap- 
plies is appreciably less than the maximum range possi- 
ble. There is no reason why the production plan should 
not be designed to provide fairly complete adaptability 
of the fixed productive services in the short run. This 
would insure constant marginal costs over a considera- 
ble range of output, the costs increasing very sharply 
when designed capacity is reached, if indeed output can 
be increased at all. (See the article by George J. Stigler, 


“Production and Distribution in the Short Run,” Jour- 
nal of Political Economy, XLVII (1939), 305-327.) 
With incomplete adaptability in the short run it may 
be possible to achieve constant marginal costs over nar- 
row ranges of output, these ranges being discontinuous. 
Other possibilities are readily constructed. 

One other essential fact must be taken into account 
in the comparison. The distinction between fixed and 
variable costs cannot be finely drawn—the elements of 
plant costs will be fixed for an array of periods. The 
economist’s short-run cost function is therefore drawn on 
the assumption of a specific classification of the costs 
involved, and the passage of time which would change 
the classification is explicitly ruled out. The costs which 
are “fixed’”’—the numerical value of the constant a—in 
the short-period statistical cost function are therefore 
those costs which are fixed on the average over the entire 
period to which the analysis applies. Any change in the 
length of the period must therefore involve a different 
set of costs held fixed on the average. 

There is little correspondence between the long-pe- 
riod statistical cost function and the theoretical func- 
tion. The main reason lies in the fact, previously noted, 
that it cannot be assumed that the marginal costs will 
remain constant as the short-term mean outputs vary. 
There are other reasons, of course, but they need not be 
labored here. 

Mr. Lyle’s book should prove useful to cost account- 
ants and plant managers, and economists will welcome 
the additional evidence on the form of empirical cost 
functions. An analysis of this type appears to be limited, 
at least in its present state of development, to cases 
in which one homogeneous product, or a relatively small 
number of them, is involved in the manufacturing proc- 
ess. This limitation will also help to explain the generally 
linear regressions found in the studies made to this time. 
There is relatively little in the book to quarrel with. The 
meaning of marginal cost for a quadratic cost function 
is misinterpreted, as is also the meaning of the partial 
coefficients of regression for a multiple analysis. The 
author’s excursions, in the concluding chapter, into eco- 
nomic miscellanea are regrettable. The long appendix 
covering various aspects of the technique will be found 
useful by the beginner. 

M. P. Srotrz 


Brown University 


Important announcement inside back cover. 
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ASSOCIATION REPORTS 


EDUCATION COMMITTEES 


THE AMERICAN INSTITUTE OF ACCOUNTANTS 
AND THE AMERICAN ACCOUNTING ASSOCIA- 
TION 


Report of a Joint Meeting, June 22 and 23, 
1945 


A joint meeting of the Committees on 
Education of the American Institute 
of Accountants and the American Ac- 
counting Association was held in Chicago 
on June 22 and 23, 1945, at the Palmer 
House. There were present: Messrs. Henry 
T. Chamberlain of Loyola University, 
Ermest A. Heilman of the University of 
Minnesota, William A. Paton of the 
University of Michigan, Hiram T. Scovill 
of the University of Illinois, and Sidney 
G. Winter of the University of Iowa, all 
of the American Accounting Association 
Committee; and J. W. Queenan, A. W. 
Torbet, and Raymond G. Ankers (repre- 
senting C. H. Knoll), all of the Institute 
Committee. Also present were Thomas 
W.. Leland, Educational Director of the 
Institute, Kenneth M. Montgomery and 
William C. Wagner, representing the 
Institute, and Ernest Davies of North- 
western University, F. H. Elwell of the 
University of Wisconsin, and Harvey G. 
Meyer of the University of Tennessee, 
President of the American Accounting 
Association. 

The purpose of the meeting was stated 
to be to lay the groundwork for permanent 
cooperation in the education field by the 
two organizations, to discuss common 
problems, and to appoint subcommittees 
to work out possible solutions. The meet- 
ing was then devoted to a discussion of the 
following subjects on the agenda. 


Curricula 


The discussion on the subject of college 
curricula developed the following thoughts. 


(1) A student majoring in accounting should be 
trained with the thought that he may eventu- 
ally become a principal or partner of a pro- 
fessional accounting firm or a comptroller of 
an industrial organization rather than for the 
performance of the more routine auditing or 
accounting functions. 
It is impracticable to separate the training for 
public accounting from that for industrial 
accounting during the undergraduate period; 
special training for public accounting can be 
practical only in graduate work or in special 
elective courses during the senior year. 

(3) In general, college training in accounting 
principles is satisfactory except that possibly 
there is need for more collateral reading to 
broaden the students’ concepts of principles. 

(4) The principal weakness in technical training 
is in the field of auditing. 

(5) In addition to the usual commercial law 
courses, there appears to be a need for train- 
ing in the fundamental law of evidence as it 
relates to accounts and records, and the rela- 
tionship of evidence and auditing should be 
stressed in the study of auditing. 

(6) In addition to the technical subjects more 

attention should be given to English—the 

ability to write and speak correctly and fluent- 
ly—and to training in public speaking. 

College students are particularly deficient in 

ability to read clearly and precisely—they 

frequently do not have a clear or exact under- 
standing of what they have read. 


(2 


(7 


— 


In discussing the need for more collat- 
eral reading it was recognized that colleges 
are often handicapped by the time factor 
in covering many courses within the time 
available and, consequently, must attempt 
to stimulate interest to the extent that 
students will voluntarily do outside read- 
ing. Many of the colleges furnish students 
with lists of books and publications for 
outside reading. However, the response to 
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that opportunity has not been great. It was 
the consensus that colleges must continu- 
ally strive to develop men with inquiring 
minds and that courses should be conduc- 
ted with the question of possible alterna- 
tives always before the students. 

At the conclusion of the discussion a 
subcommittee was appointed, consisting of 
Mr. Heilman, Chairman, and Mr. Queen- 
an, to consider the question of the prepara- 
tion of a bibliography for collateral read- 
ing. 

There was general agreement that train- 
ing in auditing should be improved, but 
that the possibility for improvement was 
limited by the unavailability of instruc- 
tions, manuals, and questionnaires used by 
public accounting firms and of records and 
documents used in ordinary commercial 
operations, which would give the students 
the opportunity to become familiar with 
the detail usually encountered in business 
and to learn to organize a volume of work. 
It was the sentiment of the practicing ac- 
countants present that auditing courses 
should emphasize what can be considered 
as satisfactory evidence of the reliability of 
accounts in reflecting transactions, and 
that if the colleges will teach the funda- 
mental principles of auditing the various 
firms will, and can readily, teach the form 
or manner of application followed by the 
respective firms. 

A subcommittee, consisting of Mr. An- 
kers, Chairman, and Messrs. Winter, Tor- 
bet, and Davies, was appointed to investi- 
gate the possibility of making available 
practical data for auditing instruction. 

There was general agreement that it is 
important and necessary that accounting 
students become thoroughly grounded in 
the use of English; that most colleges had 
made considerable progress in this respect 
in the past ten years; but that improve- 
ment in such training should be possible. 
Many schools require special courses in 
report writing and certain schools review 
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accounting papers as to use of English. The 
suggestion was made that schools might 
require students to submit more of their 
accounting work in commentary form 
rather than in purely statement or problem 
form and that the work might be graded on 
the basis of English as well as accounting. 

There was little or no disagreement with 
the statement that most students are defi- 
cient in their ability to read clearly and 
precisely, and that as a result, in their 
period of service as junior accountants, 
they are apt to overlook completely im- 
portant provisions in documents examined 
by them. It was the opinion of the educa- 
tors that the college is not the place to cor- 
rect the deficiency, since the responsibility 
rests with the secondary and grade schools. 
To a considerable extent this deficiency 
appears to be the result of the influence of 
so-called “modern education” in which 
speed is regarded as more important than 
accuracy in reading. Colleges may correct 
this tendency in students by requiring a 
very intensive course in reading and writ- 
ten expression. 

It was the consensus of the meeting that 
college training in accounting principles is 
generally satisfactory and that most defi- 
ciencies in education are in other fields of 
study. Most of the collateral courses, such 
as English, Economics, and Law are not, 
and under present organizations cannot be, 
taught with a view to preparing students 
for the field of accounting, as are the 
courses provided in the curricula in schools 
of law and medicine. This situation will 
not be corrected until accounting achieves 
the wide public recognition of the older 
professions. At present many students who 
eventually major in accounting do not 
enter college with that intention but drift 
into the field at various stages in their col- 
lege education. 

It was the opinion of the meeting that it 
was impracticable to attempt to prescribe 
a uniform curriculum for all colleges, but 
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that a minimum program is desirable and 
feasible. 

Inasmuch as the American Accounting 
Association has appointed a committee to 
study and recommend minimum require- 
ments for an accounting major, it was sug- 
gested that that committee be requested to 
refer its findings to the joint committee on 
education before publishing its recom- 
mendations. 


SPECIAL TRAINING FOR RETURNING 
WAR VETERANS 


In the discussion of special training for 
returning war veterans it was pointed out 
that at least 4,000,000 men and women in 
service are presently qualified for college- 
level courses and that a study of postwar 
plans of service men indicates that ac- 
counting ranks high in the expressed pref- 
erence of veterans as to a choice of sub- 
ject matter. It is logical to conclude that 
there will be a greater-than-average in- 
crease in enrollment in full-time account- 
ing courses, considerably more than will be 
the case in the liberal arts courses. The 
task of absorbing these veterans in our 
schools of accounting and in accounting 
jobs will be of far greater magnitude than 
was the case after World War I. However, 
it is expected that the demand for trained 
accountants will exceed the supply which 
will be available in the next five years. 

One of the principal problems which will 
arise will be in the matter of counseling 
veterans as to the opportunities and re- 
quirements of the accounting profession 
and as to their apparent qualifications and 
fitness for success in that profession. The 
Army separation centers have made avail- 
able counseling services to assist the vet- 
erans in choosing their future careers. 
However, it should be evident that such 
counseling can be only superficial as to the 
accounting profession and other specialized 
occupations. 

Various colleges have made available 
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counseling services through committees 
which handle such matters as financial ar- 
rangements, medical services, psychiatric 
service, housing, recreational activities, 
employment, and general help in selecting 
fields of study. Here again, the counseling 
as to choice of occupations appears to be 
very general and in most cases does not 
provide for close review of the possibilities 
of the accounting profession by individuals 
who are qualified to advise in that connec- 
tion. 

The principal need appears to be for 
literature explaining the opportunities and 
requirements of the accounting profession 
which will be available to the veterans to 
assist them in appraising their abilities, 
qualifications, and personal characteris- 
tics in order to evaluate their possibilities 
of success and enjoyment in the accounting 
profession. There was unanimous agree- 
ment that there is a real need for the pam- 
phlets on the accounting profession that 
are under consideration by the joint com- 
mittees. 

As to the question of special training for 
returning war veterans, the educators indi- 
cated that the vast majority of veterans 
have asked not to be placed in separate 
classes. 

Returning veterans interested inaccount- 
ing generally will fall into two groups: (1) 
those who have already completed an ac- 
counting education, (2) those who have 
not entered or completed their college 
training in accounting. As to the first 
group, the principal problem is that of re- 
freshing their accounting knowledge and 
bringing them up to date on developments. 
It is the opinion of the joint committee 
that the publication Contemporary Ac- 
counting, to be brought out by the Ameri- 
can Institute of Accountants, should be 
very effective in preparing these veterans 
for a return to accounting occupations. 

As to the second group, the principal 
problem, in addition to making available 
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to them information which will enable 
them to reach a decision on their future 
career, is that faced by the colleges in pro- 
viding courses which will permit veterans 
to complete their education in the shortest 
possible time consistent with an adequate 
education. The committee was of the opin- 
jon that it would be difficult to make plans 
at the present time for the organization of 
special classes in the nature of refresher 
courses. Since the veterans will be scat- 
tered widely and, for the present at least, 
will return at various intervals of time, it is 
doubtful that classes organized exclusively 
for veterans can be established except in 
very large cities, such as New York and 
Chicago. 


THE QUARTER SYSTEM AND 
APPRENTICESHIP TRAINING 


Of the colleges represented at the meet- 
ing, the University of Minnesota was the 
only one operating on a quarter system and 
providing an organized apprenticeship 
schedule for students during one or more of 
the quarters (usually the winter quarter) 
in the junior and senior year. Experience 
with the program has been very satisfac- 
tory and has demonstrated many advan- 
tages to the student and the University. 
Shortly after the University adopted the 
plan, more and better students enrolled in 
the accounting curricula. The program 
gives the student his first actual contact 
with documentary evidence and a knowl- 
edge of the nature of public accounting 
without any obligation to continue in the 
profession. It has been of help to students 
in deciding what career they wish to follow, 
and it has helped in placing them upon 
graduation. Practical experience in public 
accounting contributes to the development 
of their personality and demeanor and in 
most cases motivates further academic 
work because of a better understanding of 
the applicability of accounting theory and 
related subjects. There are also many ad- 
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vantages to the public accounting firms. 
Such a program provides accounting firms 
with additional assistance during the busy 
period and makes the various firms known 
to the students. Firms have the opportu- 
nity of appraising the students’ abilities and 
possibilities and thereby improve their 
chances of obtaining better men. Moreover 
by contributing to the training of students 
in a way which is conducive to students’ 
obtaining more from their class work, pub- 
lic accounting firms should benefit by hav- 
ing available for employment upon gradua- 
tion better-trained accounting students. 

The opinion of educators and practicing 
accountants was that practical experience 
during the course of college education con- 
tributed very effectively to a student’s 
education. However, certain educators 
were of the opinion that students might 
gain more by working for public account- 
ing firms during the summer quarter than 
during the winter quarter, inasmuch as the 
firms would have more time to devote to 
their training and could even provide 
special training courses for them. The prac- 
ticing accountants were of the opinion that 
the winter quarter was preferable not only 
because it is the time when students can 
be of most assistance, but also because the 
intensive work of the busy season will pro- 
vide the students with more actual prac- 
tical experience than could be obtained in 
a special training course. The practicing 
accountants indicated that because of the 
evident benefits of practical experience 
during college, certain firms might be will- 
ing to take a limited number of students 
for special training during the summer if it 
were undesirable for the students to be 
away from classes during the winter 
quarter. 

The educators pointed out that it was 
almost impossible for colleges on a se- 
mester basis to permit students to leave 
school for practical experience at any 
time other than during the summer. Even 
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if students are willing to leave school for 
the second semester, many practical diffi- 
culties are involved since they might have 
to wait until a year later to take certain 
courses given only in the second semester. 

This subject is apparently of such im- 
portance as to warrant further study and 
consideration by educators and practicing 
accountants. 


STAFF EDUCATION AS DISTINCT FROM 
PREPARATORY EDUCATION 


Programs used by various firms in staff 
education were discussed. Because of the 
fact that the greatest weakness in formal 
education appears to be in auditing, a con- 
siderable portion of the training programs 
of most firms is in that field—studying 
working-paper preparation and auditing 
programs and procedures, referring to ac- 
tual working papers or working solutions to 
practical auditing problems, and listening 
to lectures on auditing by staff account- 
ants. In addition to auditing instruction, 
the training programs include instruction 
in report writing, in firm policies and 
procedures, and in some cases experience 
in public speaking. There was a feeling 
among the educators that it would be 
very beneficial from their viewpoint if vari- 
ous accounting instructors, particularly 
the younger ones, were permitted to attend 
certain of the staff training programs as a 
means of determining in what manner col- 
lege instruction could be improved. There 
was the feeling that ultimately it should be 
unnecessary for staff training programs to 
include anything other than individual 
firm policies and procedures. 


INFORMATION AVAILABLE TO STUDENTS AS 
TO THE PUBLIC ACCOUNTING 
PROFESSION 


The proposed revision of the pamphlet 
Accountancy as a Career for Educated Men 
was reviewed and suggestions were made 
for improvement. It was felt that the pam- 
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phlet should be the first step in providing 
vocational information relating to public 
accounting and should be followed by other 
pamphlets explaining in more detail the 
nature of the work, the opportunities, and 
the qualifications needed in the profession. 
It is evident that the public accounting 
profession must furnish material to high 
schools as well as colleges, which will be 
available to students when considering a 
choice of vocations. It was the consensus 
of the meeting that many outstanding 
young men who might be very successful] 
practicing accountants choose other pro- 
fessions only because they are better 
known. The public accounting profession 
has consistently undersold its opportuni- 
ties. Although the joint committee does not 
advocate flamboyant advertising of the 
profession, it does advocate an energetic 
campaign to acquaint students with the 
profession and a realistic picture of its op- 
portunities. Such a program would not 
only recruit desirable students, but should 
also result in a better public understanding 
of the profession. A suggestion was made 
that the American Institute furnish copies 
of the Journal of Accountancy to the librar- 
ies of high schools throughout the country, 
as one step in familiarizing faculty and 
students with the profession. It was also 
suggested that members of the profes- 
sion should arrange to talk to high school 
teachers at state teachers’ meetings. 
Consideration was given to the desir- 
ability and feasibility of preparing an of- 
ficial list of colleges for recommendation 
to students who are planning to enter the 
accounting profession. The joint committee 
concluded that such a list was desirable, 
but because of the absence of standards for 
judgment, the project is not presently 
feasible. The joint committee recommend- 
ed the preparation of an unofficial list of 
acceptable schools, which after a period of 
time and with more complete information, 
might form the basis for setting standards 
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and the preparation of an official list to be 
published jointly by the American Insti- 
tute of Accountants and the American Ac- 
counting Association. 

A joint committee, consisting of H. T. 
Scovill, Chairman, and Messrs. Paton, E1- 
well, Montgomery, and Leland, was ap- 
pointed to consider the compilation of a 
file of acceptable colleges, and to draft a 
pamphlet to be issued as a supplement to 
Accounting as a Career. This pamphlet 
would set forth a more complete descrip- 
tion of the accounting profession. 

The opinion was unanimous that the 
meeting, with its frank discussion, had 
contributed considerably to cooperation 
between the professional accountants and 
the educators, and should serve as a basis 
for effective cooperation for many years. 

Henry T. CHAMBERLAIN, Chairman 
American Accounting Association 
Joun W. QuEENAN, Chairman 
American Institute of Accountants 


EXECUTIVE COMMITTEE 


ABSTRACT OF THE MINUTES OF 
MAY 19 AND 20, 1945 

The meeting was called to order by 
President Meyer at 10:30 A.M., May 19, 
1945, in Parlor L of the Netherland Plaza 
Hotel, Cincinnati, Ohio, with the following 
members present: Blough, Carmichael, 
Davies, Dixon, Meyer, and Seidman. With 
the exception of recesses for eating and 
sleeping the meeting remained in session 
until 12:30 p.m. May 20. 

The work of the committee on educa- 
tion, cooperating with a similar committee 
of the American Institute of Accountants, 
was discussed in some detail. Blough stated 
that it had been agreed upon by the Asso- 
ciation and the Institute that the Associa- 
tion committee was to be composed entirely 
of teachers and the Institute Committee 
made up entirely of practitioners. The 
President reported that the members of 
the Association committee were as follows, 
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H. T. Chamberlain, Chairman: E. A. Heil- 
man, A. N. Lorig, A. A. MacFarland, 
W. A. Paton, H. T. Scovill and S. G. Win- 
ter. So that there might be no misunder- 
standing it was resolved that 

The President be authorized to advise the mem- 
bers of the committee that their expenses to a 


meeting of the joint committee would be paid by 
the Association. 


The Secretary stated that he had re- 
ceived a request from a correspondence 
school that the student membership privi- 
lege of $1.00 per year subscription to the 
REvIEw be extended to correspondence 
students. After discussion it was resolved 
that 
If the Secretary-Treasurer finds that the cost of 
printing and mailing additional copies of the 
Review does not exceed $1.00 per year per per- 
son, the student membership privilege be extended 
to extension and correspondence students. 


Some discussion then followed in con- 
nection with the question of furnishing free 
copies of a monograph to the author. No 
formal action was taken but it appeared to 
be the consensus that 
If the author of a monograph had waived his 
royalties he should be furnished as many copies 
(within reason) as he desired, but if he was to 
receive royalties he should be furnished only as 
many copies as a commercial publisher would 


supply. 

The President brought up the subject of 
an annual convention for 1945 and stated 
that there seemed to be two alternatives 
open to the committee: to begin laying the 
groundwork for a convention to be held if 
the restrictions are lifted, or definitely to 
put aside all thought of a convention and 
plan on some other method of procedure. 
He referred to a communication from Lit- 
tleton calling attention to the serious need 
for satisfactory papers for the ACCOUNTING 
REVIEW and pointing out that a conven- 
tion in September was the source of good ar- 
ticles for the October and January issues. 
Littleton apparently assumed that a con- 
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vention was out of the question and that 
some other method should be devised to 
secure papers, suggesting a plan whereby 
ten speakers would be asked to prepare 
papers, with a September 1 deadline, for 
a “stay at home” convention. 

In the discussion which followed the 
possibilities of the restrictions being lifted 
and the extent to which they might be 
changed by September were thoroughly 
canvassed. Most of the members seemed to 
feel somewhat doubtful whether any meet- 
ings could be held, but that so long as there 
was any possibility, the committee should 
go.ahead with the plans for one and make 
up the program, including the subjects and 
speakers. To make this of formal record it 
was resolved that 
A convention of the American Accounting Asso- 
ciation be scheduled for September 6 and 7, 1945 


in Chicago and that the necessary arrangements 
be made for program, speakers, etc. 


Dixon proposed that the Committee 
consider the possibility of bringing out a 
publication on “Cost Accounting Princi- 
ples.” This led to a discussion of the rela- 
tionship of the Association with the Na- 
tional Association of Cost Accountants 
and whether such a study should be con- 
ducted by one or the other of these Asso- 
ciations or be made a cooperative project. 
It was resolved that 


A Committee on Cost Accounting be appointed 
to explore the possibilities of developing a “‘Ten- 
tative Statement of Principles Underlying Cost 
Accounting,” the size of the committee to be left 
to the President. 


A budget for 1945, prepared by Car- 
michael, was presented. After discussion it 
was resolved that 
The budget be approved in total, with the under- 


standing that shifts within the items might be 
made. 


The President announced that N. D. 
Durst had agreed to act as chairman of 
the membership committee to conduct the 
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membership campaign of 1945. No formal 
action was taken in connection with the 
membership campaign, but the suggestion 
was made that the publisher be asked to 
run off two copies of the mailing list of 
members for the use of the chairman. 

The question of cooperation with the 
American Institute was then brought up, 
particularly whether or not there should be 
an Association committee to work with the 
Institute committee on accounting proce- 
dure in formulating releases by this com- 
mittee. The question was raised as to 
whether it was feasible to send these bul- 
letins in prefinal form to the Association, 
the NACA and the Controllers Institute 
for comment. It was the general opinion 
that the Institute should follow a policy of 
not releasing bulletins unless they had 
been presented to the representatives of 
these organizations to get their ideas. It 
also seemed to be the consensus that it 
would not be practical for the Association 
to function on a joint committee or be 
placed in the position of adopting as an As- 
sociation the principles proposed. There 
would be special cases in which it would be 
desirable for the Association committee to 
cooperate with the Institute committee on 
accounting procedure; but in general the 
executive committee would be the com- 
mittee to discuss the proposals by the In- 
stitute committees. It was resolved that 
A committee be designated by the President to 
cooperate with the committee on accounting pro- 
cedure in connection with the problems involved 


in preparing a bulletin on the “Purpose of the 
Income Statement.” 


Blough passed out copies of the booklet 
“Form of Regulatory Public Accounting 
Bill,” prepared by the American Institute 
as a guide to aid state committees on legis- 
lation in planning for state bills. In the dis- 
cussion which followed attention was 
called to the fact that a college educational 
requirement was provided for and that the 
state boards would be faced with the prob- 
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jem of evaluating and classifying the work 
of various colleges. The suggestion was 
made that the Association might be of real 
service to the Boards in this connection. 
It was therefore resolved that 

A committee be appointed by the President to 
explore the possibilities of developing a standard 
curriculum or minimum accounting program that 
might be used as a gauge for measuring the scope 
of the work offered by schools applying for recog- 
nition. 

Dixon commented briefly on the work of 
the Director of Research and stated that 
the following items were under considera- 
tion as possible subjects for monographs: 
1. Asset Valuations (dissertation, Y: C. Chow) 

2. A Study of SEC Cases, particularly stop- 
orders (Pierpont) 

3. An Index to the AccounTING REvIEW (from 
the first issue to date) 


It was resolved that 


The Director of Research be authorized to bring 
the index up to date for the purpose of publish- 
ing it in book form to be sent free to members 
and sold to others, price to be determined later. 


It was also resolved that 
The Director of Research be authorized to have a 
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monograph committee appointed to serve with 
him. Committee to be appointed by the Presi- 
dent in consultation with the Director. 


The subject of the convention in Sep- 
tember was again brought up for discussion 
and particularly the question of what 
steps the committee should take if the con- 
vention had to be called off. No formal ac- 
tion was taken, but it was understood that 
the committee would meet in Chicago on 
September 8 and 9. The President was 
reminded that if it developed that the con- 
vention could not be held, a nominating 
committee would have to be appointed 
well in advance of the convention date so 
that balloting could be done by mail. 

Meyer read a letter from Dean Elwell of 
Wisconsin asking that the Association un- 
dertake the preparation of a concise, com- 
plete analysis of the various fields of ac- 
counting. After some discussion it was 
agreed to ask our committee on education 
to undertake the preparation of such a state 
ment. 

The meeting adjourned at 12:30 P.m. 
May 20, 1945. 
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A TAX PROGRAM 


for a 
Solvent America 


A REPORT based on studies outlining fiscal policies and 
revenue proposals for the federal government in the postwar 


By the Committee on panied: 

Postwar Tax Policy HE federal tax program is certain to be a fac- 
FRED R. FAIRCHILD tor of major importance in the postwar econ- 
ROWLAND R. HUGHES omy. This report discusses the many tax changes that 
VICTOR H. STEMPF are clearly forecast if the postwar tax system is not 
THOMAS N. TARLEAU to stand in the way of the high level production and 
ROSWELL MAGILL, employment which are the first desire of the people. 

Chairman 
HARLEY L. LUTZ, The Committee on Postwar Tax Policy is a small 

Director of Research professional group of private individuals who have 

Chapters had wide practical experience in some particular phase 
Introduction and Summary of the tax problem. They are recognized authorities 
panera neonate who have dealt in practice with the complexities of 

System taxation. They include a former Under Secretary 
Se See ee and a former Tax Legislative Counsel of the Treas- 
Postwar Federal Expenditures ury Department, a past president of the American 
a ae een Institute of Accountants, the comptroller of a large 
a6: financial institution, and two well known authorities 
The Individual Income Tax on public finance. 
The Corporation Income Tax 
HESE important recommendations are the re- 
sult of studies made by the Committee and its 
Pl ag ttl staff, working under a special grant from The 
! from War to Peace Maurice and Laura Falk Foundation. They incor- 
porate also comments and suggestions of several 
hundred tax authorities, businessmen and govern- 
ment officials to whom the Committee’s drafts were 
Moses ok eer Rote and Methods submitted for review. 278 pages, $3.00 


The Ronald Press Company, Publishers 


LL J _ 15 East 26th Street New York 10, N.Y. 
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“. . . worthy of the support of all members 
of the profession of Accountancy .. .”’ 


The ASBA Conference Club Plan 


The practicability and success of group training of home study students—under trained 
leadership—was recognized by the U. S. Office of Education in Bulletin 1920, No, 10: 

“Because it also serves as a means whereby persons at a distance from the institution and the instructor 
may be efficiently taught, several attempts have been made to conduct classes by the correspondence 


method. Such attempts have been called by various names. Group or club study classes are names com- 
monly applied. 


“The essential thing in each case is the written assignment of lessons, writing the results of study, and 
the correction and return of the written work to those who have undertaken the course. 


“When such classes are made up of . . . students enrolled . . . in a single correspondence course, and 
meeting at set periods for the purpose of discussing their work, the club or group correspondence course 
promises a large measure of effective service. 


“Equally successful is the correspondence study group which meets periodically with an instructor or 
advisor trained in the work they have undertaken.” 

The ASBA ConFrerENCE Cus Plan is a definite, systematic procedure of informal, round- 
table group discussion under professional leadership. It embodies the basic features of the 
home-study and resident-class methods, PLUS current professional experience, practical inter- 
pretation and application. 


Practical Benefits to Accountants 


The ASBA ConFEeRENCE CLUB Plan is designed to give the participating Accountant many 
valuable and practical benefits: to help build up his knowledge, ability, practice and income. 
The duties do not interfere with his other activities. Instruction experience is unnecessary. 
Coaching materials are furnished free. No dues or fees to pay. 


Write for Free Booklet 
If you are a practitioner of Accountancy or Federal Income Taxes, you are invited to write 
for a free copy of 32-page booklet, Opportunity in the Field of Accountancy Training, and 
details regarding the appointment as Director of a local ASBA CONFERENCE CLUB. 


Approved as a Correspondence School under the Laws of the State of New York 


126 Liberty St. . New York 6, N.Y. 
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PRENTICE-HALL FEDERAL TAX COURSE 


New 1945-46 Edition Completeely Revised and Up-to-Date! 


O@= 95% of all American institutions teaching 
taxation use this course in preference to any 
other! It is an ever-reliable source of accurate, 
teachable information, reflecting every aspect of the 


quickly-changing tax picture. 


Features of the 1945-46 Edition 


In addition to covering all recent legislation and 
court rulings, this edition contains many expanded 
chapter introductions. Students are provided with 
additional material explaining the problems in 
greater detail before they are required to get down 
to the brass tacks of intricate taxation problems. 


Federal Tax Procedures 


Numerous phases of the procedural aspects of Fed- 
eral Taxation are included in this outstanding 
course. Students are shown—how to prepare a 
claim for refund on form 843; steps to follow in 


P-H Federal Tax Course ........ ee 


arguing a proposed additional assessment; how to 
prepare a petition before the tax courts of the 
U.S.; and how to handle many other pertinent 
questions. 


Over 500 Practical Problems 


Problems are divided into 30 Assignments, corre- 
sponding with the 30 Chapters in the course. They 
are classified into the following groups: Funda- 
mental Problems for Class Use—Supplemental 
Problems for Home Work—Star Problems to De- 
velop Skill in the Preparation of Income Tax 
Returns—Cumulative Problems for Review and 
Examination. 


TEACHERS MANUAL is sent, without charge, 
to the instructor when five or more copies of the 
course are ordered. It contains Solutions to Prob- 
lems and full instructions for planning the course. 


.....College List $5.00 


eee 


Send for 90 Days’ Approval Copy TODAY—Write to Dept. A-468 


PRENTICE-HALL, INC. 70 FittH AVENUE, NEW YORK 11 
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UNUSUAL TEXTS 


on ACCOUNTING 


Plus Training Problems 


ACCOUNTING SYSTEMS, THEIR DESIGN AND INSTALLATION— 


AUDITING PROCEDURE— 
COST ACCOUNTING PROCEDURE— 


PRINCIPLES OF ACCOUNTING PRACTICE— 


BUSINESS LAW— 


by W. P. Thompson, C.P.A. 
by LaSalle Staff 
by LaSalle Staff 

by D. C. Eggleston, C.P.A. 

by Samuel D. Hirschl, J.D. 


CORPORATE ORGANIZATION AND MANAGEMENT— by Maurice H. Robinson, Ph.D. 
MANUAL OF FEDERAL INCOME TAX PROCEDURE 


BOOKKEEPING PRACTICE— 
PRACTICAL ACCOUNTING— 


by LaSalle Staff 
by LaSalle Staff 


ADVANCED C.P.A. TRAINING—Lessons and Problems 


Smaller Treatises on Special Subjects 
MANAGEMENT CONTROL THROUGH INTERNAL AUDITING— 


by Victor Z. Brink, Ph.D., C.P.A. 


TREATISE ON BANKRUPTCY FOR ACCOUNTANTS—ty Charles S. Banks, C.P.A., LL.B. 


SOCIAL SECURITY LEGISLATION AND ADMINISTRATION— 


by LaSalle Staff 


ROBINSON-PATMAN ACT AND ITS ADMINISTRATION— 


Prepared by accounting leaders for individual 
study (therefore particularly clear and prac- 


tical) these texts have been used in resident 


classes in many outstanding colleges and uni- 
versities. A series of training problems and 
practical solutions is available to the instruc- 
tor for each major text. 


These problems are closely coordinated with 
the text in content and in comprehensiveness 


by Gilbert H. Montague, A.M., LL.B. and others 


so that the student gains experience in apply- 
ing principles to actual accounting situations. 
The instructor thus has organized, graded 
problem material for every step of the course, 
leaving him more time for constructive lec- 
tures and supervision. 


For fuller information, prices and inspection 
copies, write 


Book Department 


LASALLE Extension University 


A Correspondence Institution 


417 S. Dearborn 


Chicago 5, Illinois 
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Already adopted by mor than. 


100 colleges and uniwersitios — 


NEW 1945 


Fourth Edition 


ACCOUNTING 
PRINCIPLES 


By Howard Noble 


ACCOUNTING PRINCIPLES is used in 
more colleges than all competing books com- 
bined. 

This book is now available in a new fourth 


edition (1945). The Table of Contents is © 


shown at the right. 


In this new edition the principles are pre- 
sented smoothly and efficiently. Many illus- 
trations are included in colors. Actual stand- 
ard forms are reproduced. Social security 
and income withholding taxes are intro- 
duced in connection with wage and salary 


payments. 


There is an excellent choice of problems 
with each chapter, arranged with the easiest 
first and the more difficult problems follow- 
ing. In the appendix there are supplement- 
ary problems for each chapter. Three op- 
tional practice sets are available, using stand- 
ard accounting stationery, wir-o-bound. 


TABLE OF CONTENTS 


Meaning and Purpose of Accounting 
The Balance Sheet 

The Income Statement 

Accounts and the Trial Balance 


The Work Sheet and the Accounting 
Statements 


Bookkeeping Procedures 

Credit Transactions 

Special Journals 

Special Ledgers 

Valuation Accounts 

Accrued and Deferred Items 
The Periodic Summary 

Business Papers 

Practice Set No. 1 

Accounting Procedures 

The Voucher System 
Partnership Operation 
Partnership Dissolution 

Practice Set No. 2 (First Month) 
Corporation Proprietorship 
Corporation Accounts and Records 
Corporation Surplus 
Corporation Stocks and Bonds 
Practice Set No. 2 (Second Month) 
Departmental Accounting 
Branch Accounting 

Accounting for Manufacturing 
Practice Set No. 3 (First Month) 
Cost Accounting—Job Order 


Cost Accounting—Departmental Overhead 
Process Costs in Manufacturing and Selling 


Practice Set No. 3 (Second Month) 
Budgets 


Analysis and Interpretation of Financial 


Statements 
Supplementary Statements 
Consolidated Statements 
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*  PINNEY’S PRINCIPLES OF ACCOUNTING x 


INTRODUCTORY e INTERMEDIATE » ADVANCED 


Skillfully Coordinated for Your Complete 
Basic Accounting Program 


H. A. FINNEY, C.P.A. 


Professor of Accounting, Northwestern 
University; Member of the firm of Bau- 
mann, Finney & Co., Certified Public Ac- 
countants; Editor of Prentice-Hall Co- 
ordinated Accounting Series. 


Under the able editorship of Finney, 
the P-H Accounting Series has been 
expanded to an unusually complete 
selection of outstanding texts for 
every important course in your Ac- 
counting Program, including: 
@ Cost Accounting—Revised 

W. B. Lawrence, C.P.A. $4.00 


@ Cost Accounting 
for War Production 


W. B. Lawrence, C.P.A. 3.50 
@ Industrial Accounting 

S. W. Specthrie 3.25 
@ Cost Practice Cases 

Process Cost 1.25 

Job Order Cost 2.25 


Meyer and Taylor 
@ Corporation and 
Manufacturing Accounting 


H. A. Finney, C.P.A. 4.00 
@ General Accounting 
H. A. Finney, C.P.A, . 4.00 


Write for Complete List of 
P-H Accounting Publications 


F innzy’s PRINCIPLES OF ACCOUNTING has 
become America’s Accounting Standard. You will find 
these three famous texts widely used wherever ac- 
counting is taught or practiced. They have been 
adopted by over 300 leading colleges and universities 
throughout the United States, as well as in Alaska, 
Hawaii, Puerto Rico, Philippine Islands, Canada, and 
South America. The three volumes have gone through 
59 printings totalling over 250,000 copies. 


Instructors like Finney’s texts because they make pos- 
sible a complete and perfectly co-ordinated accounting 
program. The masterly presentation of basic prin- 
ciples, combined with the numerous fully-worked illus- 
trations of books of account, working papers, state- 
ments, and lucid explanations, makes everything 
crystal-clear to the student and simplifies the instruc- 
tor’s task. Briefly, here is the scope of the three 
volumes: 


VOL. I—INTRODUCTORY 


Employs a new teaching approach, opening with the 
corporation instead of individual proprietorship. Early 
chapters give the student a vivid picture of the complete 
accounting cycle, thus laying a solid foundation for 
further study. Questions and problems are included for 
each chapter, as well as two complete practice sets. 


639 Pages, College List $4.00 


VOL. llI—INTERMEDIATE 


Taking up the accounting cycle where the INTRO- 
DUCTORY text leaves off, this volume covers fully 
and clearly the principles of balance sheet valuation and 


profit determination. 
765 Pages, College List $4.00 
VOL. III—ADVANCED 


Covers the advanced phases of accounting procedure, 
including a practical discussion of important specialized 
subjects such as Partnerships, Subsidiaries, Estates and 
Trusts, Public Accounts, and other branches of account- 
ing of interest to the practicing accountant. 


820 Pages, College List $4.00 


Each text contains over 200 pages of agen material, 
and is readily adaptable for use in either a one-term or 
a two-term course. 


3 MONTHS' EXAMINATION 


To enable you to determine how you can use Finney’s 
texts most effectively in your own accounting pro- 
gram, you are invited to send for copies on 3 months’ 
examination. Write for them TODAY. 


& PRENTICE-HALL, INC. 70 51H AVENUE, NEW YORK 11 


FUNDAMENTALS OF ACCOUNTING 


By Perry Mason, Ph.D., C.P.A. 
Professor of Accounting 
University of California 


. stresses today’s business problems and techniques—taxes (sales, in- 
come, payroll), business procedures, and machine accounting. 


. emphasizes accounting theory and its logical development. 
. points up importance of cost accounting. 
. considers vocational and professional possibilities of accounting. 


. includes abundant graded problems and questions designed to test for 
comprehension and application rather than memorization. Two practical 
practice sets, working papers, and a teacher’s key are available. 


. published in two editions—Edition A, with text and problems bound 
together, 735 pages, $4.25, and Edition B, with text and problems bound 
separately, $4.50. 


SCHOOLS THAT HAVE ADOPTED THE BOOK 

University of Kansas—University of California—Stanford University— 
University of Nevada—University of Hawaii—Elizabethtown College— 
Washburn Municipal University—University of Missouri—University of 
Chicago—Brown University—Oberlin College—University of Rochester 
(ESMWT)—Knox College—Eureka College—St. Joseph Junior College 
—Rio Grande College—Carroll College—Fenn College—Pomona College 
—Ursuline College for Women—University of ee ne of 
Maine—University of Maryland. 


Send for Examination Copies 


THE FOUNDATION PRESS, INC. 
222 West Adams Street Chicago 6, Illinois 
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A C.P.A. COACHING COURSE 


worthy of your recommendation 


LA.S. offers to qualified ac- 
countants a C.P.A. Coaching 
Course which has produced 
outstanding results. The en- 
rollment fee is $42. For full 


particulars address a letter to: 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 


A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD, CHICAGO 6, ILLINOIS 
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NICHOLAS ANNOTATED FORMS 


SECOND EDITION 


One Volume @ Price $15.00 


A comprehensive collection of business forms, contracts, leases, trusts, wills, etc. No 
lawyer can tell you with assurance how the court is going to construe any form he may 
prepare for you—but in Nichols you have that assurance as the form has already been 
before the courts. And more than that—this book was prepared on the theory that its 
greatest field of usefulness would be among men inexperienced in the preparation of busi- 
ness forms. It is, therefore, simple and contains ample instructions on how to use these 
forms; with suggestions on their preparation, warnings as to the effect of various clauses, 
personally prepared by an author of recognized talent and drafting experience second to 
none in this particular field. 


* 


HENDERSON INTRODUCTION 
TO INCOME TAXATION 


One Volume © 439 Pages © Price $5.00 
A general survey of federal income and excess profits taxation. Written in a flowing and 
easily readable style, with emphasis on interesting and unusual phases of the subject, 


basic concepts, and wherein the problems lie, it provides a panorama greatly facilitating 
more detailed knowledge and a general review of the field. 


* 


MERTENS LAW OF 
FEDERAL INCOME TAXATION 


Thirteen Volumes including 1945 Pocket Parts (July 1945) © Price $130.00 


A complete restatement of the entire field of federal income and excess profits taxation so 
written that anyone interested in any phase of the subject may readily find the law ap- 
plicable with the minimum expenditure of time and effort. 


Kept constantly to date by a monthly pamphlet service, which cumulates into a single 
issue every third month, and again cumulates into a pocket part in the back of each volume 
annually. These pocket parts 2re cumulated with the prior year’s pocket parts so each 
volume is brought to date within its own covers at the end of every subscription period. 


The charge for the year’s service including Pocket Parts (July 1946) is $25.00, pay- 
able in advance. 


Terms and descriptive literature gladly sent on request 


CALLAGHAN & COMPANY 


401 EAST OHIO STRET Phone: Superior 3860 CHICAGO !1, ILLINOIS 
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Announcing 
MONOGRAPH NO. 4 


The Entity Theory of 
Consolidated Statements 


By 


MAURICE MOONITZ 
Department of Economics, Stanford University 


From the foreword prepared by the Committee on Monographs: 


In a “Statement of Objectives” published in the March, 1936, issue of the 
ACCOUNTING REVIEW the Executive Committee of the AMERICAN ACCOUNTING 
ASSOCIATION listed consolidated statements as one of six main subjects in the field of 
accounting principles calling for immediate study and research. Later, at the request of the 
Executive Committee, E. L. Kohler made a survey of this subject and prepared a brief 
report, “Some Tentative Propositions Underlying Consolidated Reports,” which was pub- 
lished in the March, 1938, issue of the REVIEW. In 1939 the ASSOCIATION issued a 
monograph, “Financial Statements” by M. B. Daniels, of which Chapter V consists of a 
brief discussion of the nature and significance of consolidated statements and the principal 
problems arising in their preparation and presentation. Issue of the present monograph, a 
more complete treatment of the theory of consolidated statements, reflects the continuing 
interest of the ASSOCIATION in this important phase of accounting. 


Dr. Moonitz, like Kohler and Daniels, views consolidated statements as “secondary 
rather than primary in character,” as “supplemental to, rather than as substitutes for” the 
statements of the constituent corporations. There are, of course, some areas of disagree- 
ment and difference in emphasis. The main contribution of the present monograph lies along 
the line of elaboration of an underlying, consistent theory with respect to consolidated 
statements. As the author states in his concluding sentence: ‘The useful application of this 
or any other theory is still dependent upon the ingenuity and good judgment of those who 
deal with the baffling cross-currents of concrete situations.” 


Approximately 120 pages—Heavy Paper Binding—$1.00 a copy. 


orders should be addressed to: 


American Accounting Association 
School of Commerce 
Northwestern University 
Evanston, Illinois 
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Important, Jimaly. Books from. McGraw-Hill 


PRACTICAL FINANCIAL STATEMENT ANALYSIS 


By Roy A. Foutxe, Vice President, Dun and Bradstreet, Inc. McGraw-Hill Account- 
ing Series. In press—ready in October 


This book has been written in response to a demand from businessmen and instructors for 
a practical, sound text on statement analysis. The material is divided into seven parts: the 
Background of analysis, the analysis of small business enterprises, the internal analysis of 
balance sheets, the comparative analysis of balance sheets, analysis of profit and loss state- 
ments, analysis of surplus accounts, and a most interesting final chapter on the evolution 
and the limitations of accountancy. 


BUSINESS EXECUTIVE'S GUIDE 


By J. K. Lasser, C.P.A. in New York, New Jersey, and California; Chairman, Insti- 
tute of Federal Taxation, New York University. 252 pages, 5 x 734, $3.00 


In this book the author provides a check list on problems of organization, finance, taxes, 
and management, by which the business executive can judge his procedures and plans, to 
insure him against faulty memory, negligence, failure to claim rights and protection pro- 
vided by law, unwitting assumption of risks or liabilities, etc. 


HOW TO SPEED UP SETTLEMENT OF YOUR TERMINATED 
WAR CONTRACT 
By J. K. Lasser. 186 pages, 8% x 11. $3.50 


A clear, complete guide to contract termination, showing concerns both large and small 
exactly what to do for quickest, smoothest settlement of their claims and to secure maxi- 
mum allowable amounts. Covers inventories, costs, how to handle subcontractors, how to 
make up claims, how to get financing during settlement, how to negotiate a settlement, how 


to appeal, etc. 


ACCOUNTING METHOD 


By C. Rurus Rorem, formerly of the School of Business, The University of Chicago, 
and Harry D. Kerrican, Northwestern University School of Commerce. Third edi- 
tion. 774 pages, 6 x 9. $4.00 


Here is an accounting text that is truly fléxible, because it is admirably suited to students 
taking one course in accounting, and is also an excellent elementary text for students who 
plan to continue their study of accounting. The book is practical: explains both the “how” 
and “why” of accounting procedure. It is complete: presents a thorough thoughtful treat- 
ment of methods and problems. It is systematic: divides important subjects into well defined 
groups. 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, Inc. 
330 West 42nd Street New York 18, N.Y. 
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ANNOUNCING 
NEW AMERICAN BUSINESS LAW 
WALTON SERIES 


IN FOUR VOLUMES 
Text and Cases, 2928 Pages 
A College Level Business Law Course 


The text is comprehensive and authoritative. In addition to the fundamental 
and established rules of law, the text contains excerpts from court decisions 
of leading cases (many of which involve conflicting decisions); quotations from 
law authorities;. statute variations in important matters; text references to the 
illustrative cases, together with footnote citations to leading cases. 

The text material and the cases offer a flexibility of presentation which 
allows of a ready adaptation to any class program from the fullest use of 
both text and cases, or text and a limited selection of cases, or text material 
only, where time is a limiting factor. The cases selected definitely tie in with 
the law principles they illustrate, and whenever possible recent cases in point 
are used to present the current trend in judicial decisions. 


Volume I —INTRODUCTION TO LAW — CONTRACTS — AGENCY 


Volume Il —PARTNERSHIP—SALES—NEGOTIABLE INSTRUMENTS - 
Text and Cases, 728 PageS......ssscccccsssecesees List $3.75 
Volume III—PROPERTY, REAL AND PERSONAL—BAILMENTS AND CAR- 
RIERS—CORPORATIONS 
Text and Cases, 728 PageS.....cscccssesvcceseeees List $3.75 
Volume IV—INSURANCE — SURETYSHIP — BANKRUPTCY —TAXATION— 
TRADE REGULATIONS 
Text and Cases, 928 Pages......cccscescccscceeess List $4.25 
Work Books to Volumes I, I, IIL IV, Each.............ccccccccccnccccenes List $1.10 
AUTHORS 


MacMillan, Hoerr, Goss, Hesson, Bethell, Smedley, tenBroek 


EXAMINATION COPY 


Law faculty members of educational institutions are invited to write 
for sixty days examination copy. In view of the present eee 
restrictions, we ask that requests be made on school letterhead, indi- 
cating position held. 


WALTON PUBLISHING COMPANY 


1162 — 332 SOUTH MICHIGAN AVENUE — CHICAGO 4, ILLINOIS 


WANTED 


Back Issues of The Accounting Review 


Foreign subscribers to THE ACCOUNTING REVIEW, who have not been re- 
ceiving issues of this publication because of conditions existing during the 
war, are sending in orders for back numbers to complete their files. The 
American Accounting Association desires to cooperate to the fullest extent 
with these subscribers but is unable to supply complete files of back issues. 
As indicated on the following chart, certain issues are out of print and 
no copies are available. 


Mar. | J 


1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 


xXOOOOXXXXXOXOXX 
XXXXXXXXXXXOXOXx | 
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XXX 


1942 x 
1943 
1944 O 
1945 


O—Out of print. X—Back numbers on hand. 


If any member or subscriber no longer has need for copies of these issues, 
we can use as many copies as might be available. We will appreciate hear- 
ing from any person who is willing to dispose of any of these out of print 
issues. 

The chart also shows the back numbers that are on hand so that mem- 
bers or subscribers whose files are incomplete may have the opportunity 
to know the back issues that are available and to order those issues neces- 
sary to preserve the continuity of the publication. 


THE AMERICAN ACCOUNTING ASSOCIATION 
School of Commerce—Northwestern University 
Evanston, Illinois 
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Note—Kindly Do Not Send Us Back Numbers for Issues Other Than 
Those Indicated Above 
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Two Outstanding Texts 


Cost Accounting 
(Revised Edition ) 

By 
JOHN J. W. NEUNER, CP.A. 
College of the City of New York 


The revised edition of Cost Accounting (1942) continues to be the most 
widely used text in the field now having been adopted by more than 250 Colleges 
and Universities. In addition Neuner has enjoyed the distinction of being selected 
as the outstanding text book by The United States Armed Forces Institute. 


Teachers using this text find that it is clearly written, well organized, up-to- 
date and practical in its application of principles to specific problems. The new 
edition provides carefully selected questions and graded problems for each chapter. 
A Job Order Cost Set, a Process Cost Set and a Standard Cost Set have been useful 
and unique teaching aids. In addition there is a 450 page Solutions Manual giving 
full and detailed answers to each of the sets, the questions and all the problems. 


Four a thorough and up-to-date course you will want to consider this outstanding 


819 pages Price $4.25 
Auditing 
(Revised Edition) 
By 
ARTHUR W. HOLMES 
University of Cincinnati 


This standard and widely used text has been completely revised and brought 
up to date, Many new questions and problems have been added. The Illustrative 
Audit Papers have been improved and present a realistic picture of a complete 
balance sheet audit. A new solutions manual is available to adopters of the text. 


651 pages Price $5.00 
Send For an Examination Copy 
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Evanston, Illinois 
October 1, 1945 


ubers of the AMERICAN ACCOUNTING ASSOCIATION 


Immediately after the announcement of the partial lifting of the 
restrictions on conventions, the Executive Committee gave serious con- 
sideration to the possibility of holding a convention this year. The Com- 
mittee was in agreement that a convention should be held if it was at all 
possible to do so, but it appeared that the only time at which one could 
be scheduled would be during the last week in December. It was finally 
decided that this would be impractical on account of the difficulty in 
securing hotel accommodations, the probability of transportation difh- 
culties during the holidays, the uncertainty of member attendance, and 
the hesitancy of many members of the Association to return to a December 
date for the convention. The Committee therefore voted to make no 
attempt to hold a convention this year but to make definite plans for one 
next year in June or September. 


There is some difference of opinion as to which would be more 
desirable, a convention held in June or one in September. The date of 
the closing of school in June and the opening of school in September 
in the majority of the schools represented in the Association will influ- 
ence the choice. You will therefore be given the opportunity to express 
your preference (June or September) by means of a poll to be conducted 
by mail within the next few weeks. The teacher members will also be 
asked to give the dates of the closing of the school year in June, Com- 
mencement, and the opening of the school year in September as scheduled 
by the institutions with which they are connected. 


The election of officers for 1946 will be conducted by mail. A 
nominating committee has been appointed by the President to make 
nominations for the various offices. As soon as this committee has re- 
ported, the ticket so selected will be submitted to the members by means 
of a mail ballot, and each member will be given the opportunity to vote 
on this ticket or to make other nominations. 


ERNEst C. DAVIES 
Secretary-Treasurer 
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